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PROCEEDI NGS

MR. HACKBARTH. Good norning and wel cone to our
guests, our nmany guests | guess | shoul d say.

Today we will proceed through a series of
di scussions related to our recommendati ons on update factors
for the various categories of providers. W are schedul ed
to have our public conment period at noon. Cbviously that
may be noved a little bit depending on how we proceed
t hrough the agenda.

This norning we begin with post-acute services,
SNF and home health services. And then right before |unch
we wll turn to physician, outpatient dialysis and
anbul atory surgical centers and then break for lunch. Then
this afternoon we will address the hospital recomendati ons.
And at the end of the day we will have a brief discussion on
t he chapter on paying for new technol ogies. And then a
final public coment period, which is currently schedul ed
for about 4:30 p. m

So we begin with SNF services, Susanne and Sallvy,
whenever you're ready, go ahead. You |ook puzzled, Sally.

| forgot that Mark had a brief announcenent.

Thanks.
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DR MLLER 1'll do this in 10 seconds or |ess.
The comm ssion has worked on changing its mailing list from
a mailing process to a |listserv process for notice of things
i ke neetings and other kinds of activities. W now have
930 people on our e-mail list. |If there are people in the
public who want to be on this list there are processes for
getting on it. | would just encourage you, over the |ast
several nmonths we have worked to do this and we have
basi cal |y acconplished it.

| just wanted to publicly thank several nenbers of
the administrative staff that worked on it. There was Anne,

Cheron, Wl ene, and Rachel all worked on this process, as

well as Cynthia Wlson. | just want to thank everybody's
efforts on this. | think this will nmake us much nore
efficient and | think we'll save noney on our mailing cost.

DR. SEAGRAVE: Thank you. Good norni ng.

Today | will briefly review sone of the market
factor and other evidence that you have al ready seen
regardi ng the context of MedPAC s paynent adequacy
framework. | will also highlight some new prelimnary
information on quality of care in SNFs since the SNF PPS,

di scuss sone concerns that have been expressed with Medicare
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margi ns for SNFs and request feedback fromthe conm ssion on
the draft recommendations. The final versions of these
recommendations will go into MedPAC s March, 2003 report to
t he Congress.

First, | want to just briefly remnd the
comm ssion of the role that skilled nursing facilities play
in the Medicare program Since you' ve seen nost of this,
"1l just highlight a few points.

SNFs serve about 1.4 mllion beneficiaries per
year, representing about 3.5 percent of all beneficiaries.
Prior to the inplenentation of the SNF prospective paynent
system Medicare's SNF spending grew rapidly. [In 2001,

Medi care SNF spending total ed about $15.3 billion or about
6.5 percent of total Medicare spending.

| also want to point out that in 2001 about 10
percent of nursing honme residents and about 56 percent of
patients in hospital-based SNFs were paid for by Medicare.
These represented about 10 percent of nursing home revenues
and 2 percent of hospital revenues.

CBO projects the total Medicare paynents to SNFs
wi Il grow an average of about 8 percent over the next five

years, although CBO has indicated that this nunber nay be
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revised dowmward in its new baseline projections due out
soneti me between the end of January and March.

Each year MedPAC goes through a multi-step process
in arriving at our update recommendati ons. W start by
assessing current paynent adequacy, which nmeans we exam ne
current market factors, evaluate the appropriateness of
current costs, and estinate the rel ati onship between current
Medi care paynents and SNFs costs for fiscal year 2003.

Next, we exam ne evidence of anticipated changes
in SNF costs for fiscal year 2004. Based on this
i nformati on, we determ ne appropriate payment update
recommendations for fiscal year 2004.

Now, | will just briefly review sone of this
mar ket factor evidence that you' ve already seen at the
previous two neetings. Wth regard to entry and exit of
providers we find that the total number of SNF facilities
has remai ned rel atively stable between 1998 and 2002, with
the nunber for freestanding facilities increasing by about 3
percent and the nunber of hospital -based facilities
decreasi ng by about 26 percent.

The vol une of SNF services provided to Medicare

beneficiaries generally increased in 2000, the nost recently
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avai l abl e data, due in large part to an increase of
approximately one day in the average |ength of stay.

Al t hough the total number of discharges renmained relatively
stabl e, the nunber of the Medicare covered days in SNFs

i ncreased by about 4 percent.

The avail abl e evi dence al so i ndi cates that
Medi care beneficiaries needing rehabilitation therapies
generally had no delays in accessing SNF services. However,
patients with expensive non-rehabilitation therapy needs may
stay in the acute care hospital setting longer. It is
uncl ear whether renmaining in the acute care hospital | onger
is an i nappropriate outcone for these patients.

Finally, our review of the evidence indicates that
hospi tal - based SNFs have access to capital through their
parent hospital organizations and this depends, of course,
on the financial status of the hospital. And freestanding
SNFs' access to capital may have di m ni shed somewhat because
of recent bankruptcies, paynent uncertainties, and the high
cost of liability and i nsurance. However, this my be
out wei ghed by | ow demand for new capital to finance
construction in the near term resulting fromlarge capital

i nvestnments prior to the PPS.
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Overall, the evidence suggests that the market
factor evidence suggests that Medicare paynments to SNFs are
at | east adequate to cover the cost of providing SNF
services to Medicare beneficiaries.

Next, we eval uate the appropriateness of current
SNF costs and find that prior to the SNF PPS reported SNF
costs were believed to have been excessively high. There
are a nunber of reasons for this which we've discussed
previously. Under the SNF PPS, however, SNFs have strong
incentives to reduce the costs of caring for SNF patients
and SNFs have responded to these incentives accordingly by
negotiating |lower prices for contract therapy and
pharmaceuticals, by substituting | ower costs for higher cost
| abor, by decreasing the nunber of therapy staff they enpl oy
and by decreasing the nunber of m nutes per week of therapy
t hey provide.

However, this raises the question of whether
quality of care, what's been happening to quality of care
since the PPS with these decreases in costs. W reviewd
t he evidence and can find no evidence of decreases in the
quality of care over this tine.

Prelimnary information froma national study of
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SNF patients indicates no changes in several quality
indicators including activities of daily living scores,
wal ki ng scores, re-hospitalization rates, and incidents of
nortality.

Simlarly, prelimnary evidence froma study of
approxi mately 84,000 beneficiaries in SNFs in Chio finds no
change in nost of the quality indicators exam ned since the
SNF PPS. However, the study does find statistically
significant inprovenents in re-hospitalization rates anong
certain facilities between 1997 and 2000 and i nprovenents in
wal ki ng scores from 1999 to 2000. This was not found to be
the results of SNFs accepting healthier patients on average.

We al so exam ned evi dence of changes in nursing
staff ratios. As you know, studies show that increased
nursing staff tinme in nursing facilities is generally
associated with inproved quality of care. Recent evidence
suggests that nursing staff tine has increased by between
two and five mnutes per patient day since inplenentation of
the SNF PPS and that the m x of staff tinme has shifted from
nore to less skilled. Although the first finding likely
i ndicates that quality of care in SNFs is at |east not

decreasing, we did not yet know what the latter finding
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m ght mean for quality of care.

Finally, SNFs have additional incentives to
i mprove quality regardl ess of cost pressures because CM5 has
recently begun to publish nationw de reports that include
i ndi vidual nursing facility scores on certain quality
indicators. CM5 is also devoting resources to hel p nursing
facilities inprove their scores on these indicators.

We therefore can find no evidence of reductions in
the quality of care, even as we find abundant evi dence that
costs have decreased in SNFS since the SNF PPS. Toget her,
this information suggests that productivity in this sector
has i nproved.

Finally, in assessing the adequacy of SNF paynents
we estimate the relationship between Mdicare paynents and
Medi care costs for SNF services in fiscal year 2003 and find
that the average Medicare margi ns across all SNFs are about
5 percent, with the average for freestanding SNFs -- |
rem nd you that those are 90 percent of all SNFs -- around
11 percent and the average for hospital-based SNFs around
negative 36 percent. W can find alnost no efforts in
Medi care margi ns by urban or rural |ocation.

It is worth noting that we used a conservative
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nmet hodol ogy for estimating the SNF Medicare margins this
year. Had we not taken this approach, the margi ns we
esti mate woul d have been hi gher than the ones shown.
Fromthis evidence we concl ude that overal
Medi care paynents to SNFs are nore than adequate to cover
SNFs' costs of caring for Medicare patients. However, we
remai n concerned about the distribution of nonies within the
system
Now, | want to turn to addressing a few concerns
t hat have been rai sed about the SNF Medicare margins. One
i ssue that has been brought to our attention is whether or
not it is appropriate to present margi ns by types of
provi ders, such as hospital -based or freestanding or part of
a top 10 chain or not part of a top 10 chain. Sone people
suggest that underlying characteristics of SNFs such as
t heir occupancy rates, |ocation, Medicare volune or
per cent age of Medicaid days do a better job of explaining
SNFs' financial performance. W discuss Medicare margins by
provi der type, hospital-based and freestandi ng, and by
| ocation, urban and role, because many of the comm ssioners
and other interested parties find this information useful in

t hi nki ng about the state of the industry.
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However, at least in the short run we propose
recommendi ng adjustnents to the systemso that Medicare
paynents better track the expected resource needs of
patients instead of recommendi ng differential updates by
facility type.

Anot her issue that has been raised is the SNF
mar ket basket forecast error. The forecasted SNF
mar ket basket, which is used to update paynent to SNFs each
year, has underestimated the actual SNF market basket for the
| ast few years since the SNF PPS. MedPAC di scussed this
issue with the actuaries who conpute the SNF market basket .
They indicated that the forecast error has caused SNF
paynents to be about 3 percent |ower than they otherw se
woul d have been had the forecast error been corrected.

However, MedPAC s paynent adequate framework
inplicitly takes this into account in determ ning whether
current paynments are at | east adequate conpared with current
costs. Had the forecast error not been corrected, this
woul d have rai sed Medi care margi ns above the ones that we
report here but it would not changed our assessnent of
current payment adequacy.

Also, if CRS were to correct for the narket basket
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forecast errors that underestimate the actual marketbasket,
they would al so need to correct for forecast errors that
overestimte the actual marketbasket. It is assumed that
the two types of forecast errors bal ance each ot her out over
tinme.

A final issue wth the SNF market basket is the
| ack of a cost weight for professional liability insurance.
We al so spoke with the actuaries about this issue and they
told us that they did not have the data necessary to include
this conmponent in the SNF market basket but that the weight
for this conmponent is captured in the marketbasket i ndex,
just not as a separately identifiable conponent.

In addition, they indicated that the Medicare cost
reports would be the nost reliable source of information for
this but that few SNFs fill out this section of the cost
report currently.

Finally, sone have expressed concerns about rising
| abor costs in the SNF industry due to the nursing shortage.
Ri sing | abor costs are accounted for in the SNF narket basket
whi ch MedPAC uses to increase costs each year in projecting
Medi care margins. To the extent that nursing facilities are

swi tching fromusing higher cost |abor to | ower cost |abor
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this would tend to offset sonme of a cost increases.

Finally, in our paynent adequacy franmework, |
wanted to di scuss the anticipated cost changes for 2004.
First, we look for major quality enhanci ng new technol ogi es
that will be expected to significantly raise costs over the
course of the next year and can find no evidence of this
type of technology in the SNF sector. In predicting cost
growt h over the next year, we also |look for evidence of cost
| owering, increases in productivity, or changes in the
product. As nentioned before, we find abundant evi dence
that SNFs costs of caring for Medicare beneficiaries have
been decreasing since the SNF PPS. At the sane tineg,
however, we can find no evidence of decreases in the quality
of care. W expect these trends to continue in the com ng
year.

Just one last step before | present the draft
recomendati ons that you saw at the Decenber neeting. |
would like to rem nd the conm ssion that |ast year we
handl ed the SNF paynment updates differently by reconmendi ng
differential updates to freestandi ng and hospital -based
SNFs. W did this because we believed that the devel opnent

and i nplementation of a new SNF patient classification
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system woul d take too nmuch tinme. W reconmended
differential updates in the neantine.

This year we want to recommend nore i nmedi ate
nmeasures to bal ance the distribution of paynments in the
system so they better track the expected resource needs of
SNF patients and we feel that differential updates are no
| onger necessary as a short-run pressure.

Thus, because we estinmate that overall Medicare
paynents to SNFs are nore than adequate to cover the cost of
Medi care beneficiaries, staff propose recommendi ng that the
Congress elimnate the update to paynent rates for skilled
nursing facility services for 2004. The update in current
l aw i s market basket mnus .5 with the SNF nmarket basket
currently projected at 2.9 percent for fiscal year 2004.
This, of course, is always subject to change.

Wthin the budget categories that MedPAC has
devel oped, a zero update for SNFs woul d decrease Medi care
spending relative to current law in the category of between
$200 mllion and $600 million for 2004 and between $1
billion and $5 billion over five years.

Should I go through all the recomrendati ons?

However, as nentioned before, we feel it is
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critical to balance the distribution of resources in the
systemto better track the expected resource needs of SNF
patients, especially since we have evidence that hospital-
based SNFs treat a higher proportion of these types of
patients.

Thus, staff proposes that we continue
recommendi ng, as in previous years, that the secretary
devel op a new classification systemfor SNFs. However,
because this may take time to acconplish, staff propose
recommendi ng that the secretary draw on new and exi sting
research to reallocate paynents to achi eve a better bal ance
of resources between the rehabilitation and non-
rehabilitation groups.

Further, we suggest reconmending a nore i medi ate
fix to the distribution of noney in the paynent system W
propose recomrendi ng that the Congress inmediately give the
secretary the authority to renove sonme or all of the 6.7
percent paynent add-on currently applied to the 14
rehabilitation RUGIII paynment groups and as appropriate to
real l ocate noney to do non-rehabilitation RUGIII groups to
achieve a better bal ance of resources anong all of the

groups. W expect this reallocation of resources to be
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spendi ng neutral .

Finally, we recomrend that the secretary continue
an excellent series of studies on access to skilled nursing
facility services. This recommendati on woul d not have an
i npact on Medi care benefit spending.

Thank you. This concludes nmy presentation.

MR. DeBUSK: On the new classification system
where are we at on that? Does anyone have any idea how far
that's progressed or is it stalemated, or what?

DR. SEAGRAVE: The indication in the Federal
Regi ster | ast year was that CVS thought that it mght be
cl ose to suggesting a refinenment to the classification
system but they pull ed back because they needed to | ook at
the inplications further. No one is clear on when they
m ght propose such a refinenent.

They' re supposed to provide information on
alternatives on January 1st, 2005.

MR MILER \Wile it's early to see the
consequences of the change in the nursing mx, there is sone
evi dence in hospitals when they started changi ng the nursing
m x roughly about 10 years ago that, in fact, it did have an

effect on quality of care. There are recent articles in
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JAMA and the New England Journal on that. So | think it's

sonmet hi ng we shoul d be tracking.

Again, | think also the anmount of nursing care
i nside hospitals is greater than the anobunt in nursing
homes, just on an hourly basis per day. But | would suspect
as the evidence unfolds over the course of several years --
and it took about four or five years for that to unfold in
the hospital setting -- that we m ght see sone effects on
the quality of care. Again, | agree with you, it was
difficult to tell at the beginning of the hospital
experiment but there is evidence that it did occur.

M5. BURKE: | was going to raise the sanme point
Ral ph raised. | amquite concerned that there is an
indication that there may be a shift, and in fact there is
evi dence that that shift has, in the past, nade an inpact in
terms of quality. So tracking that, in terns of the nursing
mx, | think is quite inportant.

| also wanted to clarify what | believe |
under st ood, but wanted to state it explicitly, and that is
that the 20 percent add-on that was provided for and
mai ntained in BIPA, with respect to the non-rehab RUGS,

remains in place. It is not our intention to alter that;
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correct?

DR. SEAGRAVE: That is correct; yes.

DR. WOLTER: Just a couple coments. First of
all, I thought it was a strong chapter and | think the
recommendation to reallocate the 6.7 percent paynents that
went to the rehab RUGS nmakes good sense given the other
information we have. It's hard to know how t hat woul d pl ay
itself out however and how soon it would play itself out.
And with the information that hospital-based SNFs are taking
hi gher acuity patients and nore conplex patients with the
rather high exit rates over the last few years of hospital-
based SNFs, | amreally worried about the potential that the
care of these types of patients could be inpaired in the
short to nediumtermif this doesn't play itself out the way
we'd like it to. | wonder if our reconmendati on would be
stronger if we did include recommendi ng an update for
hospital -based SNFs if it takes a while to sort through how
the 6.7 percent reallocation would occur.

| amvery worried about the negative nargins, the
high exit rates, and this particular group of patients.

MR. HACKBARTH:. Reactions to Nick's proposal?

DR. NEWHOUSE: One thing to put the exit rates in
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perspective is the very high entry rates in the "90s. 1In
effect, we're sonmewhat unwi nding history. But | don't think
we've gotten all the way back to where we were.

M5. BURKE: But Joe, as | recall in the '90s, the
entry rate was largely on the freestanding side rather than
t he hospital - based side.

DR. NEWHOUSE: That was not my recollection.

M5. BURKE: M recollectionis it may not been
dramatic but | think that -- at |least ny collection is that
there were nore on the freestanding side. | may be w ong.
That's actually worth | ooking at, but | also would agree
with what Nick had said. | think there is this issue if, in
fact, the Congress fails to respond to the recommendati on
and doesn't give the authority, there will be an issue in
ternms of the hospital-base that | think there's sone
consi deration what the alternative m ght be.

MR SMTH | share Nick's concern and there ought
to be a way to restructure this recomendati on to nake that
poi nt explicit.

| also thought, it's a picky |anguage questi on,
but that we ought to renobve as appropriate. Qur intent here

is to argue that noney ought to be shifted fromthe
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rehabilitation RUGIII groups to the non-rehab groups. So
the as appropriate suggests that it m ght not be
appropriate. Clearly we think it is appropriate and we
ought to be explicit about that.

MR. MILLER Also to Nick's point, and | agree
withit, is | think inplicit in our recomendation here is
that the negative margin of the hospital-based SNFs woul d be
covered from el sewhere and part of the el sewhere -- since
t he higher positive margins is in the inpatient program
And | think over the course of the day we'll have probably a
series of reconmendati ons of where that higher inpatient
margin is used to cover other things where they are
negative. W should probably start toting up in our
recommendati ons how many tines that higher inpatient margin
gets used to support other things. Because | think with the
negative 20 or 30 percent, | don't have it nmenorized right
there, on this, even for those hospitals that have
considerable inpatients SNF units, that could be a
considerable drain of their margins from el sewhere to cover
t hat .

MR. DURENBERCGER: M. chairman, | have a slightly

different point I'd like to nake on the initial
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recommendation. My personal preference, and as you all know
|"mjust three or four neetings into being on the
commi ssi on.

My personal preference is that we recomrend a
mar ket basket increase | ess productivity and | just went to
tell you why ny instincts are that way. | think it's a
wel | -done paper and we've been through this before and |
under stand t he background and the research.

"' m chal | enged not so nmuch by skilled nursing
facility margins as | am by the adequacy of the way in which
bot h Medi care and Medi caid prograns provide adequate
services for people who are, in nany cases, somewhere near
the end of life, in practically all cases dependent on
others, in many cases suffering fromone or nore chronic
illnesses, and for certain periods of tine and for certain
conditions they are hospitalized and/or placed in a
different care setting or reginmen within a skilled nursing
facility.

Soif | may to nmy coll eagues nake three points.
One is the nature of the people served by the Medicare
program are the kind of people that, fromny standpoint, |

woul d i ke to see cared for in a skilled nursing facility
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rather than in a hospital if that's at all possible. And to
the extent that there's tine they have to spend in the
hospital 1'd like to see themin and 1'd like to see them
out .

And it's because the nature of the care that they
actually need, the nature of the dependence on famly to
help themin that care, and the particular kind of staff is
in the skilled nursing facility, it's not in the hospital.
Because it's a broader kind of dependence and a nultiple set
of needs that experience tells us is better cared for in
skilled nursing facilities. So ny bias is towards the
skilled nursing facility, the freestandi ng, whenever we want
to call it.

Wi ch gets ne to the second point, and | raised
this last time and it's sort of like the issue of subsidies.
| don't think it's good policy to have institutional cross
subsi di es or provider cross subsidies. But | do think when
you have two public prograns that are |ike Medicare and
Medi cai d prograns, and you have right now | guess sone 6
mllion people who are called dual eligibles who are falling
bet ween both of these prograns that there's nothing wong

Wi th cross subsidization between prograns. And | don't
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know, maybe that's not our place to think about it, but | do
t hi nk about it because, for a variety of reasons, | am

| ooking at this issue not as are skilled nursing facility
maki ng 5 percent, 4 percent, 7 percent, 11 percent. But
where is the best care being provided for these kinds of
peopl e.

| think we know about the dual eligibles. They're
a relatively small percentage, in the teens | think, of both
t he Medi care and Medicaid program but they're consumng |ike
30 to 35 percent of the program noney in each case. So it
says to ne that spending that noney w sely, appropriately,
is critically inportant.

For that reason is ny instinct to prefer a
relatively small increase, | guess, to no increase at al
because the line is obviously com ng down.

The thing, and this is what concerned ne before
and | nmentioned this a nonth ago, and it is the use of the
NlC report to in effect inply -- well, it doesn't inply, it
says demand for capital is low. Another quote is no problem
with access to capital. The inplication, being that there's
really nothing wong out there on the skilled nursing

facility side and, as a matter of fact quite the contrary is
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true, and it's particularly true of the non-profits, |
t hi nk, many of which are very small. They're run by
religious orders or whether the case may be across this
country.

So | called Bob Kramer who runs NIC. And | said
this is the way this report is being used at MedPAC. And he
sai d nunber one, the one the database is relatively old for
this report. It goes back to '98-'99 when PPS was first
bei ng phased in.

He said that in that sanme report they indicate
that net operating nmargins across the board are probably
stable or better for about half of the nursing facilities
but they're bel ow average for another half. And this is in
t he 2001 report.

And then he went on to point out to nme that there
were five or six factors or circunstances that were not
accounted for in that report. One is what's happened to
liability insurance prem unms, and he used this figure not I,
have gone from an average of $30 a bed to $3,000 a bed, the
state fiscal crises that we all know about, the utility rate
i ncreases, the |l abor costs, the GAO and CMS reports about

the pressure to increase hours of care per resident, that
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sort of thing that's going on.

And then the issue of the aging of the nursing
home stock which is also a reality. That nmany of these
nursi ng homes that we're tal king about today are old. They
were built in the '60s and the '70s in response to the
paynment signals that people were getting at that particular
point in tine.

And at least fromthe state | evel people are
saying they would like to change the nature of those
facilities but they can't afford to do it because of the
i ncone stream

So it's ny elaboration on a point | tried to nmake

last tinme and because of the fact that we're really on

behal f of all of these -- many of these people with two
different prograns, I'mleft very unconfortable sinply
saying | can look at this only as Medicare. | have no

i nformati on about the Medicaid side in this report, as it
relates to sonme of these facilities.

And so ny preference is that we consider sonething
ot her that a zero increase.

MR. HACKBARTH. | would just like to, for a

second, pick up on the Medicaid point. Dave and | have
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di scussed this a bit, so I know you know what |'m about to
say but | just want to share it with the | arger audi ence.

| basically have three concerns about using
Medi care dollars to offset Medicaid | osses. One is that the
Medi care patients represent on average a small percentage of
the total patient volune, about roughly 10 percent. So |
think that is a small base on which to hang the obligation
for the financial stability of the industry.

Second, if you use Medicare dollars to subsidize
Medicaid it actually puts the dollars in the wong pl ace.
The facility would get nore dollars to the extent it has
nore Medicare patients and a | arger proportion of Medicare
patients, and therefore a smaller proportion of Medicaid
patients. So you're sort of m sdirecting the subsidy.

And third, I'mconcerned that if the federa
government takes on responsibility for the stability of the
i ndustry basically that says to states, you can go ahead and
cut the Medicaid budget, Medicaid rates for these services,
the federal government will nmake up the difference and, by
the way we'll do it without a match. | don't think,
particularly in the current fiscal environnent, that's the

signal that we want to send to the states about Medicaid
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rates.

So I'"'mjust not sure that this is a policy, a
federal policy, that would lead to the place we want to be.

MR. DURENBERCER: Just very qui ckly.

On the first, and you're right we have tal ked
about this before. On the first -- and ny experience goes
fromback in the '80s when we tried to correct all of this
problemw th regard to long-termcare and we were doi ng very
little if anything in long-termcare to the present -- where
| think whether it's 10 percent or 12 percent or whatever
the percentage is, the marginal dollars makes all the
difference in what a facility can do it terns of response.

Secondly, and this | get from people who are both
in the Medicaid program | guess, and in the skilled nursing
or long-termcare particularly side of skilled nursing, that
where the Medicare rei nmbursenent |evel is reasonable --
let's not say, | don't know how el se to express it, but it
is at least at break even or slightly better. There is an
incentive on the part of the skilled nursing facility to
offer and to seek out patients for this intensive post-
hospital, the Medicare short stay. | just happen to think

that's good thing. | think it is good for people to seek
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t hat busi ness because | believe that people are better
served in the skilled nursing facility than they are served
in a hospital. | tried my best to say why | believe that
earlier.

| know that experience will tell us that sone of
the people, if you nmake a conscious effort to do this, sone
peopl e are going to be able to go hone. This is not just
all hospital or people who are going to stay in nursing
homes. Sonme people are able to be treated properly in the
post-acute period and they're able to go hone and it | essens

t he amobunt of noney that they spend down into the Medicaid

program
Then finally, | just find it hard to believe that

the Medicaid prograns, | mean the governors and the states

and the legislatures, are going to -- | mean, they' ve got

enough ot her clever ways to cheat on the systemto get nore
noney than responding to a 2 or 2.1 percent increase in the
SNF rei mbursenent | evel

MR. FEEZOR: Thank you, d enn.

| guess | share Dave's concern and conpassi on, and
yet, as | had nentioned in the last neeting, | have a real

concern about Medicare as you do subsidizing -- it's sort of
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the tail wagging to dog to sone extent.

Having said that, | amvery, very concerned about
the timng, and maybe it's comng froma state where we have
a 35 percent budget deficit, of sone of the what | cal
spi ke factors |ike |abor costs, workers conp, professional
liability comng at a time where both states are going to be
reacting and we nay be taking sone recomendati ons
separately.

| guess that causes ne to, at a m ni mum suggest,
urge -- and | think there is both in the staff narrative as
wel | as some other input that | got -- that I'd |ike for us
to consider urging the secretary or CM5 to at least try to
make sure that the marketbasket or its forecasting error is
nore accurate, is one item

MR. HACKBARTH: | sort of assunme it's a baseline,
that they are trying to make it is accurate as possible but
forecasting is always inevitably --

MR, FEEZOR | just got -- because | did not get
the issue briefs since | was in an extended en route, but |
was | ooki ng at | anguage that basically said that in fact if
the forecasting error had been nmade up that the current SNF

paynments are 3 percent |ower than they would have been if
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CMS had been able to go back and correct the forecasting
error. And as | have said consistently, | amvery concerned
about sone of the input factors, how quickly they make their
way into, in fact, the basis by which we are doing

f orecasts.

MR. HACKBARTH. Let ne see if | can put this in
context and if | do a poor job, Mark or Susanne and Sallvy,
hel p ne out.

CVMB says that their forecasts have not been
perfect. That's not a shock, that's usually the case. And
they' ve quantified the nagnitude of the error by | ooking
back.

I n our paynment adequacy franmework, as opposed to
goi ng back and correcting for forecast error which is
something we used to try to do, we say well let's just | ook
at the end result, look at the margin and see what the
bottomline inpact of that error is. So we project the
average margin for the freestanding facilities at 11 percent
for 2003 on their Medicare business even after this error.

So to say well, they have 11 percent margin, now
we need to go back and add noney to correct for a

forecasting error wouldn't make sense. And so that's why we
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don't specifically recomend corrections.

MR, FEEZOR | guess ny comment is less to try to
justify the noney as it is making sure that we have
appropriate neasure in ternms of what that baseline should
be, just some clarification if there's sonme elenents of it
that are changing. That was ny intent.

DR REI SCHAUER. But | think what denn is saying
is that the baseline should be what we believe adequate
paynent level to be. And if CMS badly underestimated the
increase in costs but other events, such as inprovenents in
productivity or structure of the industry or such to
mai ntai n adequate margins, we'd say well, it worked out okay
even though we started off, in a sense, on the wong foot.
It's sort of a difficult process to go through, | think.

But you can't get back and correct for every
m st ake unl ess there are consequences of those m stakes on
quality, access, whatever.

MR. HACKBARTH:. Sheila, and then what 1'd like to
do is nmove on to the next step of trying to resolve the
i ssue and reach a recommendati on.

M5. BURKE: Just briefly back to the issues that

Dave raised in terns of Medicaid and the creation of a
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subsi dy.

| recalled, and | asked Mark and had hi m doubl e
check with the staff, QwBs and SLIMBs are, in fact, paid
under Medicare rates, | mean as Medicare eligibles. So in
effect, there is a direct subsidy.

DR. REI SCHAUER  Dual eligibles, everyone is if
they're a Medicare patient.

M5. BURKE: Exactly. So there is inherent in that
a subsidy that occurs. And the whole point of it is to
allow Medicaid, in a sense, to buy into the Medi care program
and, in doing so, essentially use Mdicare rates.

| agree with Aenn's concern. | nean, | am
sensitive to the issues being faced by the states, and this
is an age old battle between Medicare and Medicaid. But |
fundanmental ly don't believe that Medicare ought to be
subsi di zing Medicaid in ways other than explicit decisions
to do so like the creation of programnms |ike QvBs and SLI MBs
where we buy in.

Yes, it is a snmall percentage but |I do think that
the fundanental policy is a solid one and | think we need to
deal with Medicaid' s problens in the context of the Medicaid

program We ought to be certain that the rates are
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sufficient in the Medicare program And to the extent that
they trip over into that population in that way, in fact,
there is assistance provided to the states in that context.

DR REI SCHAUER: Even if we wanted to address the
problem that you raise, | think denn's second point was
really the killer argument. And that is by increasing the
paynent to SNFs, you're going to disproportionately affect
t hose SNFs that | east need the adjustnent.

You had two SNFs, one which was 80 percent
Medi care, 20 percent Medi caid and anot her which was 10
percent Medicare, 90 percent Medicaid. You know, nine tines
nore, eight tinmes nore would be going to the SNF that had 80
percent of its patients in Medicare and only 20 percent in
Medi caid, the one that wasn't affected by the | ow Medicaid
rates as tellingly as the other one was.

So you'd want to design sonme kind of DSH paynent
or some ot her mechani smfor addressing this problem

M5. RAPHAEL: The only factual point here that |
do think needs to be nodified is our assertion that the need
for capital is close to zero through 2010. In nmy experience
whil e nmaybe there aren't going to be new construction

endeavors, there is a lot of renovation and nodification
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going on in the industry, partly because sone of the nursing
homes now have to conpete with assisted |ooking in their
regi ons, et cetera.

So I think we just need to nodify that part.

MR. HACKBARTH. | think that's a good comrent.

kay, let's turn to what we do. Again, the
context for this recommendation is, as | see it, we're in a
very simlar place as to where we were |ast year. Wth
regard to freestanding SNFs, the margins are projected to be
about the sane, if anything a little bit higher. Last year
our recomrendation in that context was no update because
there was nore than enough noney avail able for the
freestandi ngs and again this year, that's the
recomendati on, no update in that context.

The tact is alittle bit different with regard to
the hospital -based SNFs. W reiterate that we think that
there is an issue with regard to the paynent classifications
and underpinning for certain types of patients as opposed to
just a categorical increase in the rates for hospital-based
SNFs. We're advocating instead that the dollars follow the
patient type, wherever they end up, whether it's

freestandi ng or hospital -based which | think is consistent
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wi th our general philosophy in the past.

The issue that's been raised there is can it be
execut ed qui ckly enough, and Nick raised that.

So as | see it overall we're in very nmuch the sane
pl ace as last year, just a little bit different approach on
hospi t al - based.

|"ve heard three proposals for change. One,

Ni ck's proposal that we add some | anguage recogni zi ng the
possibility that the reallocation of the dollars may not
happen quickly and we need to say that this is an urgent
matter and address the possibility that it doesn't happen
fast enough.

Second, we had David's proposal that the |anguage
about reallocation, drop the as appropriate qualification
whi ch seens to water it down a bit, | think was the gist of
Davi d' s concern.

And then third, we have Dave Durenberger's
proposal that we have sonme snmall increase, not a zero
update, for the freestanding facilities.

What 1'd like to do is go through each of those
proposed changes one by one, beginning with N ck's proposal.

There are two ways, N ck, that we coul d address
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this issue. One is to alter the | anguage of the
recommendation and nmake it still longer. 1t's already very
| ong, uncharacteristically long for our reconmendati ons.
The second alternative would be to really pound on this nai
in the text and say that we do think that this is an urgent
matter and if, for whatever reason, this approach can't be
done quickly we need to address the needs of the hospital-
based SNFs where we think that there is a systematic
classification problem

Wul d you feel confortable wth a paragraph in the
text on that issue? And obviously you'd have a chance to
review the text, as would all the conmm ssioners.

DR. WOLTER: |1'd be confortable with either
appr oach.

MR. HACKBARTH: | sense that there's a consensus
on this issue, that this is an urgent budget nmatter and
inmportant. | personally think it's the sort of thing dealt
with nore readily in the text, as opposed to expandi ng
al ready | ong recomrendati ons.

M5. BURKE: denn, | just want to rmake sure that |
understand the inport of what we're saying. Are we, in

fact, saying that in the absence of an ability to respond to
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the recommendation of reallocating the 6.7 that we recomend
an increase in increase in the update for hospital-based?
Are we, in fact, saying that?

MR. HACKBARTH. That's what we woul d be sayi ng.

M5. BURKE: Then we ought to say that.

M5. DePARLE: | agree. | think it should be in
t he reconrendation, not in the text. Because the text is
al ready very strong on the inpact on hospital -based. So if
that's what we think, we should say it in the
recommendation, even if it nakes it an extra few sentences.

MR. HACKBARTH. The reservation | -- go ahead,
Bob.

DR. RElI SCHAUER: Maybe |'m m sunderstanding it,
but one is budget neutral and the other isn't. AmIl right?
And so we shoul d be aware that.

MR. HACKBARTH: That is a material difference.

Part of my reservation about changing the
recommendation is | do think the best approach is to have
the dollars follow the patients and do the reallocation on a
budget neutral basis. And | don't want to make it nore
convenient to say oh, we're not going to do that difficult

real l ocative work, we'll just take the other part of the
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recomendation that we |ike, which is add new noney.

| think that this should be dealt with as a
real | ocation issue.

M5. DePARLE: | agree, but | think we have to be
realistic about what is possible. It wll take a change in
law to even allow the secretary to do this, and then | think
-- Mark or soneone el se here, won't it take a rul emaking
process, at the very least, in addition to sone analytic
work? So | think the Iikelihood that this can be
acconplished wwthin 12 nonths is low Sheila? Am | being
too strong?

M5. BURKE: That's my concern. But that's the

reality.

M5. DePARLE: So if that's what we're really
saying, | nean | agree, @ enn, froma policy perspective.
But just |ooking at this com ng down the road, | don't think

it's realistic to think that it can get done in a year,
given that it requires a change in |law and adm nistrative
process.

M5. BURKE: Sinply that. 1 don't think we
di sagree with the policy direction you' re taking at all.

And if there's a way to say that clearly, that that is our
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strong policy preference. But hell, they can't even
organi ze the commttees yet, |et al one pass statute.

So | worry about the tineliness of this and being
able to actually deal with the issue that's been rai sed,
which is the treatnment of particular facilities. But |
t hi nk anyway we can say what you're saying in the strongest
possible ternms, this is in fact, what we believe is the
right policy, is fine. 1 just worry about the tim ng.

MR. HACKBARTH. Could I just ask for a show of
hands on this and see how many comm ssioners would like to
see this addressed in the text of the recomendation as
opposed to the body of the report?

So was | clear? I'msorry if | garbled that.

So in the recomendati on | anguage, as opposed to
in the body of the report. It looks like a mgjority would
i ke that.

To have the actual |anguage. |1'd prefer not to
try towng it and give staff a little opportunity to work
on appropriate language. And so |'ll ask that that be
brought back as quickly as possible. [I'll let you work out
with Mark, Sally, whether it's tonorrow or |ater today.

MR. SM TH. Just a quick thought about how to do
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Per haps we could deal with the | ength probl em by
making this is a second recommendati on that shoul d Congress
fail to give the secretary authority or should the secretary
fail to acconplish the work, an update -- and we could
probably use the word tenporary and tie it to the
real | ocation getting done, but an update for hospital-based
SNFs shoul d take effect on Cctober 1

MR. HACKBARTH:. The third outstandi ng proposal was
Dave's, that -- I"'msorry, | did skip over as appropriate.

David Smth had suggested that the | anguage in the
recommendat i on about reallocation drop as appropriate.

Coul d you put that one up, Susanne?

So in the second bullet point there, the as
appropriate at the begi nning would be deleted. |Is there a
sense that that nakes sense to do? | think that's good.

| see an |lot of nodding heads. W don't need a
show of hands on that one.

And then | ast was Dave Durenberger's suggestion of
a smal|l overall increase.

MR. DURENBERCER: Let ne just say before that, the

i ssue that both Carol and | spoke to, which is the way in
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whi ch the demand for capital is portrayed in the text. This
isn't part of our recommendation. But the idea that |ack of
demand indicates a |lack of need, | don't think is realistic.

MR. HACKBARTH. | think that's a good suggesti on.
We need to rework the | anguage.

MR DURENBERCGER  There are at |east two of those
guotations in the text that I'd like to see changed.

MR. HACKBARTH. So we will rework the | anguage on
the need for capital.

On the proposal for -- | think your termwas a
smal | increase, Dave, do you want to say anythi ng?

MR. DURENBERCGER: 2.1 percent, whatever it is,
mar ket basket m nus productivity.

MR. HACKBARTH. Coul d sonebody on the staff help
nme what that nunber would be? Wsat's the projected increase
in the market basket

DR. SEAGRAVE: The current projected increase in
t he mar ket basket for 2004 is 2.9 percent and | believe that
we how, fromoverall multifactor productivity in the econony
is .9 percent.

MR HACKBARTH. So it would be a net increase of 2

per cent .
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So the next question on that's, under your
proposal Dave, an across the board increase for all SNFs,
and then there would be, in addition to that, the
real | ocation proposal that we reallocate the dollars for the
certain types of patients. |Is that correct? |Is that what
you i ntend?

MR. DURENBERCER  Yes.

MR. HACKBARTH. So why don't you put draft
recommendati on one up there, Susanne. That one woul d be
anmended to read mar ket basket m nus productivity, which turns
out to be a net effect of 2.0 percent.

Could | ask for a show of hands on that? Wo's in
favor of that change in recommendati on one?

| think we've dealt with all the proposed changes.
Shoul d we now proceed, we can vote on draft recommendati on
one. And two, we'll need to cone back with sonme anendnents,
right? So why don't we vote on one?

Al'l those opposed to draft recomrendati on one as
wor ded on the screen?

Al in favor?

Abst ai n?

And then we'll bring back two.
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DR SEAGRAVE: There's a third.

MR. HACKBARTH: That's right, we do need to do
nunber three which is -- would you put that up on the screen
pl ease? This is the recomrendation for the continuation of
t he access studies.

Al'l opposed to nunber three?

Al in favor?

Abst ai n?

Okay, and we | ook forward to seeing the revised
| anguage on two.

M5. BURKE: denn, just to underscore, it's not in
the recommendations but it essentially links a third, which
is the nursing issue, to make sure that we nmake sonme note in
the text about our desire to |look carefully at this shift to
non- RNs and i npacts on quality.

DR. STOAERS: denn, is two going to change and be
nodi fied or are we going to have a separate recommendati on?

MR. HACKBARTH: |I'mcertainly open to a separate
recommendation. What |1'd suggest is let's just let the
staff look at it and see what is the clearest way to present
it, whether it's in a revised single recomendation or a

separate new one.
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Next on the agenda is hone health services.
Sharon, what ever you're ready.

M5. CHENG This presentation is the last in a
series of three in applying our paynent adequacy franmework
and maki ng update recomendati ons for the home health
servi ces.

At this neeting, | will percent an estinate of the
current Medicare margins for home health agencies. ']l
di scuss a new indicator of quality, discuss changes in the
use of the benefit, and also review very briefly sone market
factors that we' ve di scussed at previous neetings.

Finally, I'll present proposed reconmendations for
your discussion and vote.

Again, this slide, to just get us oriented, the
hone health sector represented $10 billion in Medicare
spending in the year 2001. There were about 2.2 mllion
users of the benefit in that year, and there were about
7,000 hone heal th agenci es.

This bar graph represents the trends in hone
heal th spending over the |last 10 years. About 10 years ago,
home health spending started a period of growth. Between

1990 and 1996 there was an average annual increase in
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spendi ng of 33 percent. It reached its high point in '96-
'97, and from 1997 to 1999 fell about 50 percent. You can
see it's about |evel between 1999 and 2000. And in 2001
spendi ng started to grow again.

The Congressional Budget O fice has projected the
spending on this benefit will continue to grow over the next
five years. Last March that estimte was 17 percent average
annual growth over the next five years. However, CBO has
i ndi cated since then that they will revise that estimate
downward. The new estimate of growth, along with their
under | yi ng assunptions, will be included in CBO s report out
in Mrch.

Li ke spending, use of the benefit has been up and
down over the past 10 years. Changes in eligibility for the
benefit, enforcenent of programintegrity standards, and the
structure and incentives of the paynents system have
acconpani ed those changes.

Use of the benefit grew 85 percent from 1990 to
1996. The factors that preceded that gromh were a
| oosening in the eligibility for the benefit, a |egal
deci sion that made enforcenent a bit nore difficult for

HCFA, and the incentives of the paynent systemto maxi m ze
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t he nunber of visits delivered.

Under the IPS, use of the hone health benefit fel
by about 1 mllion users. Again, the changes that preceded
that trend was a slight tightening in eligibility, the
i npl ementation and the effects of Operation Restore Trust,
which was not limted to the hone health benefit but was a
factor in the home health benefit, and it pronpted several
hundred i nvoluntary closures of agencies over that period.

And al so the incentives of the paynment system
changed again so that there was an incentive to maintain a
relatively short stay and | ow cost patient mXx.

Si nce PPS, spending has begun to grow once nore
but the nunber of users continues to decline, albeit it at a
slower rate. Wth the inplenentation of the PPS, again
there was a very slight |loosening of the eligibility of the
benefit. There is still nedical review and there still are
some involuntary closures of agencies.

But the structure of the PPS is very different
again fromthe IPS. The PPS features case-m x wei ghts so
that the paynent is adjusted to reflect the clinical
severity and the functional limtations of the patients

being cared for. Also, patients can receive multiple
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epi sodes, so long as they remain eligible for the benefit.
And there is an outlier policy that renoves sonme of the risk
for very costly patients, although it has been noted that
the outlier policy is underutilized.

Looki ng at the underlying structure of the PPS,
along with our analysis of the relationship between cost and
paynents, it does not appear that the structure of the PPS
nor the current |evel of costs and paynents are the sole
barriers to increasing growth and utilization.

Those trends in spending and use provide inportant
context as we nove into the paynent adequacy framework and
its next phases. One inportant part of our adequacy
framework is the assessnent of the relationship of current
paynments and costs. W have three different anal yses that
we're going to take together: GAO s analysis, Medicare's
financial margins, and the paynent-to-charge ratio.

As you recall, GAO found that the average epi sode
incurred rei nbursenment of $2,700 and incurred costs of
$2,000. That different represents a paynment 35 percent
greater than the cost on an average episode. The Medicare
financial margins, I'lIl go into nore detail in just a

monment .
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The paynent-to-charge ratio, we have di scussed
before, but in response to sonme of your questions we've
di saggregated it to use that to look a little bit nore
closely at the financial status of rural hone health.

These margins are for Medicare freestandi ng home
health agencies. They're based cost reports from 10 percent
of the agencies in the program That is to say those with
post-PPS cost report data. It is a non-random sanpl e.
However, it is roughly proportionate to the nation in terns
of the mx of voluntary, private, and other types of hone
heal th agencies and the urban and rural mx. It is not
geographically representati ve.

The overall margin that we estimted for 2003
takes into consideration the inpact of the so-called 15
percent cut and conpletely phases out the add-on for
services provided to beneficiaries who live in rural areas,
even though that add-on will expire hal fway through 2003.

The overall margin that we arrive at is 23. 3.
That's slightly different that the nunber in your handout.

There is some variation within our sanple.
Private honme health agencies have a slightly higher margin

than voluntary. And rural, reflecting the inpact of the
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phase-out of the add-on, have slightly |ower margin that
ur ban agenci es.

As woul d be anticipated in any new paynment system
there are sone distributional and structural issues that may
require adjustnent. CMS does have plans to refine the PPS
has data becones avail abl e.

Qur estimates of the margins for hospital-based
home health agencies are |lower than those for freestanding
home- heal t h agenci es. When the hospital-based hone health
agencies are included, therefore, the average for hone
health in the sector would be sonewhat | ower.

The estinmate for hospital -based honme health
margins may tend to understate their current margins for two
reasons. They include pre-PPS data in the base year and the
freestandi ng hone heal th agency nargi ns do not include pre-
PPS data in the base year.

Secondly, there are issues with cost allocation
within a hospital that would tend to affect all non-
inpatient lines of service at the hospital. Including those
somewhat | ower hospital -based hone health agency nargins
woul d decrease the all agencies 2003 margin to about 17 and

woul d decrease the rural margin specifically to about 9.
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The second piece of evidence that we have
regarding the relationship of paynents to costs is the
paynent-to-charge ratio. W' ve |ooked at the all episodes
nunbers before but we've gotten some commence on this and
|'d like to elaborate on it a little bit.

Bef ore PPS, Medicare paid by the visit the |esser
of cost or charges. And given that incentive, we can assune
that costs were | ower than charges.

In 1994, the ratio of paynents to charges was .74,
and in 1997 was .73. Though we swtched the unit of paynent
under the PPS, when an episode contains four or fewer
visits, it's paid by the visit just like it was under the
previ ous payment system And that's a LUPA episode. As you
can see, the paynent-to-charge ratio for LUPA epi sodes of
.75 is about the sanme as it was in 1994 and 1997. This is
evi dence that the charges have kept pace with changes under
t he new paynent system

We took advantage of the sonewhat |arger sanple
that we have in this paynment-to-charge ratio to di saggregate
by urban and rural. Here we are able to disaggregate it by
the location of the beneficiary, which is how the add-on is

calculated. We think this gives us a sonewhat better | ook
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at the rural situation.

That anal ysis provi des evidence that both rural
services in the aggregate and subgroups within rural areas
are being paid adequately as all rural groups had a paynent-
to-charge ratio greater than one. This evidence, along with
the margins that we've just discussed in GAO s anal ysi s,
suggests that paynments are currently nore than adequate for
this sector.

When anal yzing a sector that has had as large a
product change as we've di scussed at past neetings, we woul d
i ke sone evidence that despite this product change, quality
has not declined. So we've taken a |ook at the quality of
care and what we know about it since the PPS. CM5 was aware
of the incentives of the new paynent system and i npl enented
gual ity nmeasurenment and i nprovenent along with the changes
that it nade in the paynent system

Home heal th agencies are required to coll ect
out cone assessnent information at the start of care and the
di scharge of care. This is the OASIS dataset. Fromthat,
CVB devel ops outcone reports, case-m x and adverse event
reports which are fed back to the agencies, so that they can

i npl enment their own process level quality inprovenent.
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CMS al so plans soon to inplenment a reporting
systemthat would all ow consuners to use this quality
information to choose high quality home health care
provi ders.

One trial conducted by CMS of this process of
col l ecting outcone neasures and providing reports back to
t he agenci es decreased hospitalization statistically
significantly conpared to a control group and increased
i nprovenent in clinical and functional outcones, again
statistically significantly nore often than the contro
gr oup.

We've al so taken a | ook at an index of quality
out come neasures that has been collected. This index
i ncl udes decline, stabilization or inprovenent in patient
clinical severity or functional limtations and was neasur
at the beginning and the end of the first full year of the
PPS. This index has remained relatively stable and has
shown no decline in quality over the first full year of th

PPS.
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The i ndex was devel oped by researchers at Qutcone

Concept Systens which is a private firmthat collects data

from about 700 Medicare certified home health agencies. T

he
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index itself was based upon 350,000 patient episodes of hone
health care. Participating agencies in this benchmarking
agency's private sanple include a cross-section of the
sector geographically and by type of control.

The stability of this quality index provides sone
evidence that quality has not declined under PPS despite the
decline in volume of visits and the change in the product.
Thi s provi des evidence that productivity has inproved and
t hat costs, as we see them now, are appropriate.

As a final step in the first phase of the paynent
adequacy franmework, we've also included other market
factors. W' ve | ooked at these before to just briefly touch
on them the hone heal th product has been changing. W've
seen declining visits per episode, declining | ength of stay,
fewer hone health aide visits as a proportion of all visits
and a greater proportion of therapy visit.

Entry and exit of providers has been stable over
the past three years. W do know t hat about 200 agencies
exited | ast year and about 300 entered. So not only has the
total remained relatively stable but the anmount of churning
under that total is relatively small.

The nunber of agencies is not, nor has it ever



10

11

12

13

14

15

16

17

18

19

20

21

22

55

been, a neasure of the ability of the systemto care for
home health users because it fails to capture any meani ngful
i nformati on about capacity. For an industry w thout nuch
investnment in bricks and nortar, capacity woul d best be
measured by an i ndex of personnel avail able. Wen one hone
heal th agency closes, its personnel nmay be able to easily
nove to anot her agency. So though it would register as a
closure, there may be effectively very little or no inpact
on the capacity to care for Medicare beneficiaries in that
ar ea.

Qur third market factor is beneficiary access to
care. W used our hospital discharge planner panel and the
O G survey, and both of these concluded that beneficiary
access is generally good. MedPAC is devel opi ng additional
resources to provide nore information on access to care.

Qur epi sode database will be able to track patterns and
changes in honme health use by beneficiaries referred from
the hospital as well as beneficiaries referred fromthe
community or froma skilled nursing facility.

The OGs work, or a study simlar to it in
nmet hodol ogy and sanpl e size, however, will continue to be an

i nportant adjunct to the work that we can do in our
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under st andi ng of beneficiary access to this benefit.

l"d like to touch on one final issue in this
portion of the paynent adequacy framework, and that's |IPS
repaynents. Under the interimpaynent system many hone
heal t h agenci es received greater paynents than they were due
under the limts of the system thus generating debts to
Medi care for the difference. Wen the amount to be repaid
was | arge, the program extended repaynent plans and sone of
t hose repaynents are still being made today.

Agenci es were overpaid because they did not know
what the limts would apply to their paynment until they
cl osed their books for the year, the costs were anal yzed,
and the limts were retrospectively determ ned. Overpaynent
was prevalent. In the last full year of IPS, about half of
all freestandi ng agenci es had sone overpaynent fromthe
Medi care program

Since then sonme honme heal th agenci es have left the
program and sone have repaid their debts. However, we've
been asked to |l ook at this issue because for sone agenci es,
| PS repaynents continue to be an inportant factor in their
financial stability.

CMS has taken sone steps to reduce the stress of
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| PS overpaynents. They have extended the repaynent schedul e
and they have |owered the interest rate for repaynent of
this debt.

Wth that, I'd |ike to nove to the second phase of
the framework, which is anticipating cost changes over the
comng year. Staff conducted an analysis to determ ne the
i mpact of declining visit volume on costs. The results of
that anal ysis determ ned that costs per episode fell from
1999 to 2001 by 16 percent. The decline over the course of
2001 was 5 percent.

Taking into account then the steep decline that
preceded the PPS as well as evidence that the decline
continued at a slower pace under the PPS, our evidence
suggests that costs will continue to decline.

To apply our framework then, we bring this
antici pated cost change together with our assessnent of
paynent adequacy to nake our recommendation for the update.

Bef ore proposing our update recommendations, |I'd
also like to respond to some questions that we' ve received
regardi ng rural hone health, just to make sure that |'ve
addressed the concerns that we've heard. Staff believes

that costs per patient could be higher in rural areas than
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i n urban because many rural agencies have a very small scale
of operation. The distances to travel upon rural clients
could be great and there are differences that we' ve observed
in the use of therapy between urban and rural providers.

At this point in tinme, our analysis of margins
cannot determ ne the cause of the difference in Medicare
mar gi ns bet ween urban and rural agencies further than the
factors that we believe to exist. This |eaves us, on the
one hand though variations anong margins for some rural
agenci es and the observations of sone of the nenbers of our
di scharge pl anner panel may |ead us to concl ude that
conti nued special paynents for services provided to rura
beneficiaries are appropri ate.

On the other hand, evidence from our analysis of
t he paynment-to-charge ratio, which has a | arger sanple than
our margins and is sonewhat nore recent data, tends to
contradict this conclusion.

Thus, the need for continuing the add-on for rural
paynent is not precisely clear. 1In current |aw the add-on
will expire April 1st, 2003. The conm ssioners nay consi der
taking no action, thus they would allow the add-on to

sunset. Alternatively, comm ssioners may choose to phase
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out additional paynents and a possi bl e phase out is one of
t he proposed reconmendations that 1|'ve brought for our
consi deration this norning.

Draft recommendati on one addresses the update.
Congress should elimnate the update to paynent rate for
home health services for fiscal year 2004. Qur analysis has
i ncluded the inpact of the 15 percent cut and the phase-out
of the rural add-on. Wth these two factors included, we've
anal yzed clains data fromthe PPS system and cost report
data to find the current relationship between paynents and
cost s.

This anal ysis, again taken together with the GAO
evi dence, suggests that paynents are nore than adequate.
Looki ng at anticipated cost changes, we believe that costs
will be declining over the com ng year and market factors
are generally positive.

The budget inplications of this recommendati on,
since current |aw provides a full marketbasket update for
t he base paynent hone health services, would decrease
spending relative to current law in the category of between
$200 mllion and $600 mllion for fiscal year 2004 and

between $1 billion and $5 billion over five years.
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Draft recommendation two addresses the rural add-
on. This proposed recommendati on states that Congress
shoul d extend for one year add-on paynments for honme health
services provided to Medicare beneficiaries who live in
rural areas at a lower rate, for exanple 5 percent. The
current add-on is 10 percent and is scheduled to expire on
April 1st. This recommendation, we woul d propose to extend
t he add-on one year from April 1st.

At 5 percent, which is the suggestion in the

proposal, this would increase spending conpared to current

law in the category of between $50 million and $200 mllion
for fiscal year 2004 and | ess than $1 billion over five
years.

Finally, our draft recommendation three addresses
the series of nationally representative sanples of Medicare
beneficiaries' post-hospital discharge access to hone health
services. This is in parallel to the recommendation that we
made earlier for the SNF, the two series are parallel. The
budget inplication, we believe, would have no benefit
spendi ng i npact.

That's the package of recomendations. At this

time | invite your discussion.
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DR. STOWNERS: Sharon, it's a good chapter. | just

had a coupl e of questions.

When you tal k about the charge-to-paynent ratio
for rural being 1.16 or whatever, and therefore adequate,
does that take into account the volunme problenf? | know once
the nurse gets out to the rural site for that visit, the
charge-to-paynent ratio is appropriate. But would it
account for the fact that because of distance they could
only see two or three patients that day, as opposed to five
or six or seven?

M5. CHENG That paynent-to-charge rati o does
address the issue at the clains level. So we're |ooking at
epi sode by epi sode how does the paynent relate to the charge
and presumably to the cost. It cannot address what could be
a difference in productivity between an urban-based nurse
and a rural -based nurse.

DR. STOAERS: And there's no reflection in costs
for mleage driven or tinme, the productivity things.

MR. HACKBARTH. The assunption would be that the
charge structure reflects that.

DR. RElI SCHAUER: That shoul dn't be an issue.

M5. CHENG The sane assunption that we make for
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the overall analysis would hold. W assune that each agency
has set its charges above its costs. So if the rural agency
had a hi gher cost, then it would have a hi gher charge,

right.

DR MLLER Could | add just one thing to this,
just before we get off it? In the margin analysis, you are
t aki ng account of the volune changes and the change in the
product. That's why we're trying to present both pieces of
i nformation.

M5. CHENG Right, we're sort of trying to
triangul ate there.

DR. STOAERS: That nakes ne feel a lot nore
confortabl e about that.

My second thing is the use of the termtotal
phase-out. |'mnot so sure |I'munconfortable with let's say
going from10 to 5 percent or whatever, but | think there's
sonme permanent environnmental things |ike distance and that
kind of thing that may remain over a long termin the rural
world that may not change in a year or two. So |I'mnot sure
we're ready yet, as a conm ssion, to say phase it out al
together. | can see trying to find a nore appropriate |evel

for it. Just an editorial comment a little bit on that.
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DR REI SCHAUER | thought what we were hopi ng was

t hat new data would conme in and reveal whether these cost
differences are real and are significant. And if they are,
then we as a comm ssion woul d nake an appropriate
recommendati on that there be sonme kind of differential
payment .

Sharon, am | right that on the naterial that you
represent and in the chapter here, the 2003 estimate assunes
that the rural add-on for the margins disappears conpletely?
And so, if we were to maintain the 5 percent add-on for 2004
the margins for urban and rural would be nore or |ess
simlar?

M5. CHENG That's right. The estimate in 2003
phases it out entirely. So you're seeing, hopefully, an
estimate of the full inpact of no add-on. So you can | ook
at that and get a sense of what 10 percent higher paynents
m ght be.

DR. REISCHAUER O 5 percent if we went with our
recommendation and it would then wash it out.

MR. HACKBARTH. Let ne just try to nail down this
poi nt about the rural recommendation. Could you put it up

t here, Sharon?
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Actually, to ny eye at least, this does not | ook
i ke a recomrendati on of a phase-out, but nore in line with
what Ray was describing that we don't have the basis for
elimnating it. And right now we're recomrendi ng a one year
extension at a lower-level until we get additional
i nformation.

If you really nmeant to say phase-out, you would
say we plan to phase this out over such and such a period
and that nmeans a reduction of this amunt. So | think this
| anguage is actually consistent with Ray's objective.

DR. STONERS: |'m okay with the |anguage.

M5. RAPHAEL: First of all, | want to thank the
staff because | think they' ve tried to be very responsive to
sone of the concerns we've raised last tine, trying to see
where we m ght have sone information on quality and out cones
inafield of nowvery limted data. | think they've really
fished every pool avail able here.

| have a couple of comments to make. | would urge
caution in this area because | think that we still do have
limted data and knowl edge. And while we're talking about
averages, | think the effects and the results do vary very

under st andably by | ocation, by size, m x of patients. And
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we don't really happen very, very good information about the
vari ation.

W know that visits per episode continue to vary
dramatically geographically from 13 on average i n Washi ngton
to still Louisiana being nunber one with 58 visits per
epi sode. W also know that the industry is conprised of
publ i c agencies, 13 percent are public agencies that often
are very much influenced by what's happening in their
counties. 38 percent are hospital -based agencies, and there
are many caveats there but the margins there are very shaky.
And certain 14 percent are not-for-profit and | know anpong
sonme subset they really handle 50 percent of the dually
eligible and a | arge part of whatever uninsured and
charitable care is provided to the honme care popul ation.

And unli ke the nursing home sector, the hone
health sector is nore like hospitals. | think about 28 to
38 percent of their revenues derives from Medicare. 1In sone
cases, for sone agencies, it's up to 70 percent of their
Medi care. So what we do here can be very influential.

| see a nunber of warning signals that | just feel
we need to pay attention to. The first is the drop in

beneficiaries which has been just substantial, 1 mllion
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beneficiaries dropping out. And even, as Sharon pointed
out, in the last year | think there was under PPS anot her
300, 000 beneficiaries dropped out. The decline continues,
albeit it at a slower |evel.

|'d like to put this decline in sone context.
First of all, every other sector of Medicare that we're
| ooki ng at as a conmi ssion shows increase in volune and use.
| went through our entire report here and did a little chart
for nyself to | ook at what's happening w th physician
utilization, what's happening with nursing hone utilization,
to see what's happening with hospitals. And interestingly
enough, hospital discharges are growing up in the range of 3
to 4 percent per year and hone health care -- | nean, |
think in the chapter on transfer paynments we say about 30
percent of hospital cases go to post-acute and about 9.7
percent go to hone health care.

So everything here should be | eading us to have
nore beneficiaries because we know nore are comng from
nursi ng homes to home, nore are being referred by
physi ci ans, and nore com ng fromor should be com ng from
hospital s as their discharges go up.

In our chapter three, which | thought was a very
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good chapter, we conclude in terns of denographics that the
popul ati on over 85 has grown in the | ast decade by 47
percent and we say that seniors over 85 use a significant
amount of honme health and SNF services. And at a nuch
faster rate we expect growh in those two areas than we do
in fact in the future in physician and hospital services.

W tal k about the minority popul ation grow ng.
African Americans over 65 have increased in the | ast decade
by 18 percent. Over 85 African-Anerican popul ati on has
i ncreased by 43 percent. W say, and | quote, "two services
are of particular inportance to the current mnority
popul ati on, emergency departnments and hone health use.”

| won't go into all the issues on the preval ence
of chronic illness and what has happened in that realm
what' s happening in nedical practice. Nonetheless, all of
t he denographic and health status indicators should | ead to
nore beneficiaries using hone health care. Put aside the
paynment system |'mputting that aside for right now. So
this is very, very puzzling.

The ot her coment | want to nmake here is | feel
very powerfully that there isn't a world of pre-'97 and

post-'97. People are the sane, they have chronic ill nesses
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wi th acute exacerbations. And then it subsides. Wile we
m ght have changed how we're interpreting the benefit,
peopl e generally have the same needs today that they had
pre-'97.

So |l don't think it's as if we have kind of really
changed the population. | think there are people who have
short-termkind of very intense needs, and there are people
who have |onger-term sort of nore attenuated supportive
needs today as existed in the pre-'97 popul ation.

The thing that | just cannot understand is why
there aren't nore adm ssions because the whol e prospective
paynent system should | ead you to increase your adm ssions.
That's the incentive that we have set up. W see that one
of the incentives is working, which we had expected, that
visits have decreased. But the other incentives are not
wor ki ng. Wiy don't we have nore adm ssions? The LUPA
incentive, as we had predicted, has not cone to pass. W
t hought there would be very few LUPAs and a real inpulse to
nove toward that episode. That hasn't happened.

Qutliers, we had thought would be at 5 percent,
they're at 3 percent. There aren't as many second epi sodes

as we mght have predicted. So sonething to ne indicates
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that sonmething is happening here that needs attention and
that we should be m ndful of going forward.

In fact, and | recognize that growt h patterns,

i ke hone health care has the nost astoni shing changes in
patterns here. But if you look from'91, 6.5 percent of the
beneficiaries use the fee-for-service honme health care
benefit. In 2001, 5.5 percent are using the hone health
care benefit. So just trying to take out all of the
volatility, we have | ess people today using the home health
benefit than did 10 years ago and I'mtrying to understand
why this is.

And then the other point that | did want to nake
and, of course, | find this hard to reconcile with a 17
percent growh rate which you said that CBOis going to
nodi fy. | do believe and | can't prove this, but | do
believe there are sone access issues. | do believe there
are two things happening out in the marketpl ace.

As you said, Sharon, the operative thing here is
not the nunber of agencies but you said we need a personnel
index. And | do believe capacity here is people. And nost
agenci es have a 15 percent nursing vacancy rate. And that

means that they can't admt peopl e because the whole QASI S
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systemis based upon, at the gate, a nurse being able to do
an assessnment. And that really is your day-to-day capacity.

So | think there is a lack of capacity to neet the
need for services here and that's one of the things that's
causi ng a shrinkage.

Secondly, | do believe there is nore selectivity.
We don't know the distribution of cases. W don't know the
wound care cases, we don't really know how many are what |
woul d call complex care cases. | do believe that patients
who are incontinent, have cognitive inpairnents, don't have

a caregiver, are nore of a burden, are the ones who are

bei ng selected out of the system | can't prove it, | don't
have the enpirical evidence, |I'mputting together an amal gam
fromm own expense. | think that is what is going on

And | don't think that augers well for the future
because what | would like to try to think through with the
ot her comm ssioners is what are we setting in notion here
for the future? Because honme health care organi zations
can't really substitute | ower cost services for higher cost
services, to a large extent. You can't use LPNs -- this is
nmy experience -- | can't substitute LPNs for nurses. In

fact, | need nore skilled nurses today than | ever did
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before, given the conplexities that we're facing.

The m x of services is interesting, because you
saw that the | ower cost services, aide services, in fact
have dropped and it's the higher cost services, the
pr of essi onal services, that are conposing nore of the m x.

It is hard. | have been a great proponent of the
prospective paynent system | really believed it was very
important but it has been hard to achi eve sone of the
productivity we had hoped for because visits are taking

| onger for a variety of reasons.

So where does this leave us in the future? W
worry is as we take dollars out, and |I recogni ze what you're
showi ng on the margins and the GAO report conpared to our
Medi care margin report and all that you have constructed
here shows that we are paying nore for an episode of care
than it is costing providers to deliver it. So | recognize
t hat .

However, where are we goi ng? Because if we drop
what we pay, what will agencies do? | think they will begin
to do two things. They will bring visits down even nore and
they will be even nore selective in terns of the types of

patients that they take. |'mjust worried, are we setting
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in notion here a spiral which will end up hurting access for
sone of the nost needy and frail Medicare beneficiaries?

So that kind of leads nme to think I'd |ike to just
discuss this a little bit and think through sonme ot her
recommendati ons that we m ght nmake here that could help at
| east to address what | consider the worrisone issues that
are at | east keeping ne awake at night.

So thank you.

MR. HACKBARTH. Carol, could |I ask a question?

You' ve raised sone | think widely held concerns or
at | east questions about what's happening to the nunber of
users and clearly we can't answer those questions
definitively. But what I'd like to focus on for a second is
what is the appropriate policy response in the face of the
uncertainty.

The thing that | have problens with is that when
you | ook at the average margins, |ook at the data that we
get fromthe paynent-to-charge ratios, |ook at the GAO
analysis, it looks like there's noney in the system Maybe
because this is a new system it hasn't been refined enough
to get to all of the right places exactly and |I'm sure we do

need sone nore work on that. That's always been part of
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i npl ementing a new PPS system There's a period of
refinement so that you get the dollars to the right places.

But to say that in the face of 20 percent average
mar gi ns, which are true pretty nuch across the board, we're
not seeing a lot of variation in that, that the appropriate
policy response to the uncertainty about the reduction in
users is still nore noney into the system

Wiy will that work? Way will that help with the
decline in users? There's plenty of noney in the aggregate
there. If we just put nore noney in, what's the guarantee
that it's going to solve the mssing users problemif, in
fact, there is a problenf

M5. RAPHAEL: | have been struggling with this
whol e issue of figuring out is there a way to refine the
systemor target so that you get to where you want to go in
this system | think you are raising a very legitimte
policy issue.

But | don't think that if you put nore noney in
you guarantee that you're going -- that this group of
beneficiaries who have dropped out are nore likely to cone
back.

On the other hand, we had 5 percent drop to the
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base in Cctober. W don't know the inpact of that 5

percent drop. You're taking 3.3 percent out now when | abor
costs are going up 5 to 6 percent. And for rurals, we could
concei vably pull another 10 percent out. The cunul ative
effect in a two year period for sone agencies could be over
18 percent. So the flip side of that is by doing that, do
you then just continue what we are seeing now or just
intensify it?

MR. HACKBARTH:. Just to be clear though, the
projected margins here include the so-called 15 percent cut,
include the effect of elimnating the rural add-in. So
that's baked into the cake. This is saying even after those
t he average margins are quite high.

And when you conpare these margins to other
Medi care providers, a |ot of people would say they've put a
| ot of noney into this systemto ease the transition. The
paynents are very high relative to costs. What nore can be
done at this point other than work to refine the system not
just throw nore noney at it.

DR RElI SCHAUER: But there's a fundamenta
guestion which is whether the nature of the service is so

squishy that it's inappropriate to apply a PPS system of the
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sort that we have for paynents.

MR. HACKBARTH:. That is an inportant issue in hone
health, nore so than with regard to other services. But
again it begs the question, would throwi ng nore noney into
the pot solve the problen? | just don't see howthat's an

appropriate policy response.

DR. REISCHAUER | think you're right on that, but
Carol's response is will cutting back further not create
nore of a problen? At sone point we'll get down to average

nunmber of visits is one over the lower Iimt and the people
who are being sent out are the | east skilled people we can
find and Carol will conme back and say that the nunbers of
peopl e being served has shrunk by 85 percent and we don't
know who they are, who have left the system

DR. WAKEFI ELD: It's not on Carol topic. |It's
actually onto draft recommendations two. Do you want ne to
go there, or is there nore that anyone wants to say about
Carol's comments?

DR, NEWHOUSE: | want to echo what was just said,
both the point that what we've seen reflects the incentives
of this systens and there are sone puzzles about why we're

not seeing nore. But | agree with Carol that the incentives
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are to keep cutting the volunme and selecting. | also agree
with denn that tinkering with the update doesn't fix this
issue. We really need a different architecture here
entirely, but that's not an issue for this neeting. That's
an issue for next year.

The ot her suggestion | have, which is also really
not a -- | think at this neeting it's too late. But | think
it would be hel pful at sone point to | ook at the
di stribution of these margins by agency, at the agency
| evel .

You, A enn, said that you see these high margins
across the board. That's true for the nmeans by subgroups.
|"mnot sure it's so true by agency. It could be that we
have sone agencies that are really trying to make out |ike
bandits and we have sone agencies that are the traditional
non-profit ethos of carrying out, doing as nmuch as you can
with what you're given. And that may show up in a
distribution at the agency level that | haven't really seen.

But that all being said, what we're doing today is
acting wwthin the constraints of the architecture of the
system and, given these margins, it's | would say even

sonmewhat generous to conclude that there should be no
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updat e.

DR. WAKEFI ELD: | want to speak to supporting
draft recommendation two. | think, Sharon, it would be
before your tine but there was a song in the '60s that
starts out -- | can't renenber the singer. The opening line
is sonething |ike sonething' s happening here, what it is
ain't exactly -- thank you, Crosby Stills. He's dating
hi msel f. Sonet hing's happening here, what it is ain't
exactly clear.

| think we're still not exactly clear about what
m ght be going on, at least in sone of the rural health
agenci es.

The data that you broke down, and | shoul d have
commented on the SNF data as well, giving at |east for ne
i nformati on about subgroups like rural versus urban and
ot her even finer detail is extrenely helpful. | know that
probably takes you guys a lot of time to do. But it nakes
me even nore confortable with this recommendati on as opposed
to a 10 percent continuation and so on.

So A | just want to say thanks so nmuch for doing
t hose additional cuts and giving us nore clarity.

Having said that, |I'd say as you pointed out, we
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do have di scharge planners comments on this. W do have
concerns around access in some rural areas. W do know t hat

the types of services that rural beneficiaries get is not at
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the sane | evel of therapy even though their severity of
condition is the sane as their urban counterparts. So
there's enough going on with that population that it still
nmakes me a little bit concerned. And until we get nore
clarity on that data, | would be in support of that
reconmendati on.

MR, HACKBARTH: On this the particul ar

recommendation, the inclusion of the e.g., the for exanple,

seens sort of wi shy-washy. |If we want to recommend t hat
they go to 5 percent, |I think we ought to just say it and
drop the e.qg.

DR. MLLER That was just for this nmeeting, to
gi ve you sone place to start off from

DR REI SCHAUER: After extensive statistical
anal ysis, we've cone up with 5 percent.

[ Laught er. ]

MR SMTH | want to cone back to the colloquy
t hat you and Carol had and ask Sharon to get back into it.

Carol began by urging caution and | think that's right.
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Perhaps | don't know whether it was Stills or Nash who wote
it -- 1 think it was G ant Nash who wote the song.

It's not at all clear, and Sharon said early in
the presentation, and it focused what | thought as | read
the materials, that we don't know what accounts for
decreased utilization but the PPS doesn't account for it.
And Carol suggests that, as well.

If we are concerned, as several folks have
expressed, about the decrease in utilization, this chapter
doesn't say it. And | think we ought to say that. And we
ought to point to a concern about the structure, the
architecture, sone of the questions that Joe raises, as a
concern that requires sonme urgent analysis. W don't
believe that we know enough to fix it by fixing the paynent
| evel s.

On the other hand, Carol strongly suggests that we
m ght make it worse by reducing the paynent levels. | don't
know how | feel about that or what we mght do in terns of a
recommendation. It's awfully hard to argue that these
mar gi ns don't neet an adequacy test, but there are a mllion
peopl e m ssing so sonething' s inadequate.

It sounds like we think what's inadequate is the
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structure of the benefit, and we ought say that. W ought
not to have this chapter conclude that the paynent systemis
adequate without raising in a very explicit way the concerns
about the inadequacy that the evidence of decreased
utilization points to.

MR. HACKBARTH.  Sharon, could you rem nd us about
the trends in the nunber of users? M recollection, and
it's admttedly not as clear as | would like it be, that
we' ve had an ongoing decline in the nunber of users over a
period of tinme, only a part of which has happened post - PPS.
There was a substantial decline, in fact, nmy recollection is
nost of it occurred pre-PPS and was concurrent with things
like --

DR NEWHOUSE: No.

MR. HACKBARTH: | would Iike to hear what the data
are on that. There was sone decline that was associ at ed
with Operation Restore Trust and all that. So could you
just sketch that out for us, please?

M5. CHENG At the high point of utilization,
whi ch was 1997, the nunber of users was about 3.5 mllion.
And that had fallen to 2.5 mllion before the inplenentation

of the PPS. There was a substantial decline during the
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interimpaynent systemin the nunber of users.

The decline has continued since the PPS but it
hasn't been as steep as it was before the inplenentation of
t he PPS.

DR. RElI SCHAUER: But there were other things going
on. There was a noratoriumon new agencies and there was a
crackdown on fraud and all of that occurred in the years
bef ore PPS.

DR. NEWHOUSE: Can | junp in? Because | wanted to
make that comrent on Carol's point about pre- and post-'97
peopl e were the sane, which | agreed with. But they also
were presumably about the sane in '93 and '97 and this
utilization was going up |like a rocket ship. And sonme of
this decline we do think it's attributable to reduction in
fraud, which makes it very hard | think to interpret these
nunbers.

DR REI SCHAUER: But | think the nobst interesting
nunber actually was Carol's nunber that the smaller fraction
of Medicare participants access hone health now than in 1991
and that's a little hard to understand.

MR. DURENBERCER There's a section on page seven

under incentives. It's at the top of the page, the first
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par agraph. The structure of the PPS should not represent a
barrier to an increase in the nunber of hone health users.
It seens to nme that sonewhere right there a sentence or two
could be added which would reflect this discussion so that
it would conme out as a warning signal about the value of the
current structure.

DR MLLER  Maybe I'Il just interject for one
second. As you can inmagi he, we've been discussing this
quite extensively both within the staff and talking to
peopl e outside in the industry and in the agency itself.

Through those conversations this conversation
occurred in so many words and al so there were di scussions
bet ween MedPAC and CMS. There's a ot of work going on at
CVB right now on | ooking at refining the actual weights,
| ooking at the outlier policy, and also | ooking at the first
and second epi sode issue, which | think Carol referred to.

We have contenpl ated for purposes of this neeting
bringing up the idea that maybe there was a stronger set of
supporting | anguage that could go in underneath the
recommendation that says this is the recommendation. W
recogni ze some of the variation on sone of the issues here,

put that, and urge that this work that is going on at CVS
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conme out as soon as it can so that some of these issues can
begin to be addresses.

M5. BURKE: | was just going to say that in
addition to the actual decline in nunbers, which is
obviously confusing all of us, | continue to be struck by
all the other stuff we don't know. And throughout this very
nicely done chapter there is a continual reference to
there's a change in the demand, there's a change in the
nature of the service, there's a change in the mx of the
things that are being sought, there's a change in the | ength
of stay.

It's a continuum of what we don't really truly
appreciate and | think Carol points out, and | think we have
a responsibility to say not only in the context of the
recommendati ons but specifically in the context of the
chapter, that work needs to be done only on the issue of why
are there not nore nunber of people, but also what
fundanentally is changing in the nature of this benefit?

It is a function of technology, it's a whole host
of things. But it is fundanentally a different benefit than
we knew it to be and I think we don't yet fully appreciate,

nor can we accommodate in whatever we ultimately do in the
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design of the paynent system what that is.

And | think we also ought to comrent on, as we go
forward, additional information not only on the nunbers but
on who and what and why and how they're being served is
going to be critical to us. Because it really isn't the
sanme thing as it was in the '80s or the "90s. |It's just
different.

DR. NEWHOUSE: It may be helpful in the text also
to say sonething about the nature to which this should be a
purely post-acute benefit because that seens to ne to be one
thing that's happened. [It's clear in the decline of the
eight visit users, it seens to nme policy has sonewhat
shifted there fromtrying to accombdate what was basically
sone portion of chronic long termcare through the md-'90s
to then this systemwhich tries to shift back to sonething
that really is truly post-acute.

| don't know if one can explicit direction here
but it seens to ne trying to frame that issue in the text
coul d be hel pful.

MR. FEEZOR: On Joe's point, | think on page 13
there sort of a reference to it about it's changing froma

mai nt enance of consistently ill and di sabled over tine to
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that of acute illness recovery. And that raises the
guestion, earlier this norning there was sone question in
ternms of whether that was a deliberate policy change or not.
And if so, we ought to make that very explicitly and
underscore that in the text sonehow.

DR. NELSON: denn, what | was going to say and
didn't, Sheila started getting into it, but it has to do
with the qualitative changes in the product, not just the
guantitative changes. And that a conpany that's faced with
t he prospect of going out of business because of i nadequate
paynents nay very well change the qualitative aspects of the
product in a way that isn't picked up in the quality
assurance nonitoring, by elimnating certain services that
are labor intensive, by elimnating fromtheir nenu of
servi ces di abetes education, for exanple.

| think that reconmendation three provides for
nmonitoring of this. But | agree with Sheila that it's
different now than it was 10 years ago and paynent policy
should not force it to becone different in a way that's
perverse, that's qualitatively perverse.

MR. HACKBARTH. As Joe correctly pointed out we're

| ooki ng at average margins here and ideally we'll have in
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the future nore informati on about the distribution of
margins. To the extent that there are a | arge nunber of
agenci es | osing noney, and the averages is at 20 percent,
that inplies that are a whole |lot at the other end of the
distribution that are offsetting those, which is both an
interesting and troubling thought.

| keep com ng back to yes, there's uncertainty;
yes, undoubtedly refinenment is required. But will putting
nore noney into the system when we have such high average
mar gi ns be an effective response in the short run? O is it
sinply necessary to do the detailed work to inprove this
system over tine?

To ne that's what's different than when we had
this conversation |l ast year. Last year we recommended a
mar ket basket i ncrease for home health agencies and we were
quite explicit in saying that we make that reconmendation
because we do not have any evidence on costs and margins.
And we don't have evidence about the rate of growth in costs
relative to input prices.

We do have evidence today. Not perfect evidence
but we have substantial evidence today of high, very high

average margins. So | think we're in a different place than
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we were a year ago.

My personal conclusion is that that supports the
recommendati on of no update, but that we ought to state with
sone force and urgency the need to get on with the
refinement of the system

As | see it, that's where we are.

In the interest of keeping on tine or sone
senbl ance to on time, | think we need to get to the question
of the recommendations. Carol, you have the | ast word.

M5. RAPHAEL: |'mgoing to support the rura
continuation even though |I've seen the margin information
and one could argue that the differences are very m nor
bet ween urban and rural area. But ny own experience is that
we do have rural counties where we have one or two
organi zations really enbedded in that community, fragile for
a whol e variety of reasons.

And | think we need to really try to preserve
t hose agencies to the extent that we can because they're not
i nt erchangeabl e parts. |If they go over the cliff there's
isn't going to be a conpany that's going to swiftly go into
that are and try to pick up to that capacity. So I'm

supporting that.
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| would |ike a recommendati on on noving toward
refinement in line wth what Mark was sayi ng.

And thirdly, | have problens with the | ast
recommendat i on which speaks to trying to restore the surveys
of post-hospital discharge planners, because to ne that's
sort of George Orwellian old think. W're still defining
this benefit only in terms of being attached to the hospital
and di scharge when we know t hat 50 percent of the people
come in fromthe comunity, from physicians, from nursing
hones.

When we | ooked at what's happening with
physi ci ans, we did surveys of positions. | think there
shoul d be sone way to do surveys of agencies or surveys of
consuners and their famlies. 1'mnot saying this is easy
and | know there have been problens with previous attenpts
at this.

But | know when you speak to agencies they wll
tell you what they are doing, whether they are accepting al
new Medi care beneficiaries, whether they' re only accepting
sonme. | think there should be sonme better way to get at
t his access issue.

MR HACKBARTH: So on the third recommendati on,
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Carol, you would propose deleting the specific reference to
post - hospital discharge and ask that it be reworded so that
we need studies on access to honme heal th service.

MB. RAPHAEL: Right.

MR. HACKBARTH: Do peopl e agreenent with that?

DR. REI SCHAUER: | think we have to change the
wording so it doesn't say continuous series.

MR. HACKBARTH. Right. Do people feel confortable
with that nodification in nunber three?

How woul d you like to handle that, Sharon and
Mark? Whuld you like to actually draft up | anguage? That's
probably the best thing for you to do, is draft it up and
bring it back on nunmber three, and we'll | ook at the exact
| anguage.

DR MLLER May | nmake just one suggestion? Can
you put that reconmendation up there, the one that we're
di scussi ng?

| realize what you' re saying and we can al ways put
text inthis. Wuld it be sufficient for the purposes of
t he reconmmendati on and just noving on to strike post-
hospi tal discharge and say studies of beneficiary access to

home service and then we'll put in supporting text that says
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we would like the surveys to reach to other sites or other
sources of information along those |ines.

DR. NELSON: Yes, and include within that the
ki nds of services because anecdotal ly sone organi zations are
substantially changi ng the nmenu of services they provide.
They still have the nunber of visits but they aren't doing
ventilation services, they aren't doing di abetes teaching.
They're doing that in order to prevent |osses and that needs
to be exam ned, as well.

MR. HACKBARTH: Since we're on reconmmendati on
three, why don't we go ahead and vote on that? Do people
feel confortable voting with the description that Mark just
gave?

So all in favor of recommendation three as
nodi fied by Mark?

Opposed?

Abst ai n?

Let's go back to reconmmendati on nunber one. Al
those in favor of reconmendati on nunber one?

Opposed?

Abst ai n?

Ckay, recommendation nunber two. This would be
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nodified to strike the e.g., so it's an explicit
recommendation to do 5 percent.

DR. NEWHOUSE: Probably the whole thing needs to
be sonewhat reworded, not just strike the e.qg.

MR. HACKBARTH:. Ckay, but substantively, the
change is dropping for exanple and making an explicit
recommendation of a 5 percent rural add-on.

DR MLLER W can just say at a lower rate of 5

per cent.

MR. HACKBARTH: All in favor of nunber two as
nodi fi ed?

Opposed?

Abst ai n?

Ckay, thank you, Sharon.

MR. HACKBARTH: We are well behind schedul e, an
hour, but | think it was inportant to spend the tinme on each
of those areas.

Physi ci an services, Kevin, | think we can afford
to nmove through nore quickly. W' ve been over this nunerous
times. So in view of the fact that we've covered this train
pretty carefully and we're making a recommendation that's

very consistent with where we've been in the past, |'m going
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to ask you to nove quickly through your presentation. 1'd
like to do this quickly.

My goal, and | nmay or may not achieve this, but ny
goal would be to get to the public coment period between
12: 30 and 12:45. | apol ogi ze to people in the audi ence who
w Il be delayed as a result, but that's what |I'mgoing to
try to acconplish. So, Kevin, would you | ead the way?

DR. HAYES: Sure. W went over this issue, as you
said, at the Decenber neeting and the staff's perception was
that there was general agreenent about our findings on
paynment adequacy and general agreenent with the
recommendation. There were a few questions, though, about
sonme related issues and | just wanted to spend a second or
two on those, the first one having to do with participation
agreenents.

Your concern was that we mght see a drop-off in
physi cian participation in Medicare in 2003 given the
schedul ed 4.4 percent reduction in the fee schedule's
conversion factor. Indeed, if there is a drop-off, that
woul d be a distinct break fromthe trend. As you can see
here, participation rates has been clinbing steadily. This

is atrend that's been going on since the |ate '80s. But
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just in this nost recent experience the participation rate
has gone up from about 80 percent to close to 90 percent.

As to what we know about participation in 2003,
it'"s really too early to tell. The rates for 2003 were not
publ i shed until Decenber 31st. Enrollnent materials were
sent out to physicians starting on January 2nd, so we're
tal ki ng now about two weeks ago.

G ven the level of concern about this issue
however, | did call a few of the carriers and track down the
enrol | ment coordinators wth them and they confirnmed that
yes, indeed, it's just too early. |In the case of Northern
California, they had received enrollnent materials fromfive
physicians, | think. |In Pennsylvania it was 11, simlar
experi ences.

So all we can say at this point is that physicians
have not fl ooded the carriers with enrollnment materials
indicating that they are no | onger going to accept
assignnment. That didn't happen right away, which is kind of
a nightmare scenario, but that's all we can say at this
poi nt .

| was going to say a few things about professional

[Tability insurance prem uns and how t hey' ve changed over
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time in response to questions that canme up at the | ast
meeting, but | don't have anything to say here that was not
in the paper that was sent out. So if you' ve got questions
about this we can conme back to it but I won't spend any tine
on it now.

And then we can just nove on to the recomrendati on
which is what we presented at the Decenber neeting, which is
that the Congress shoul d update paynment for physician
services by the projected change in input prices, |less an
adj ustnment for productivity growh, currently estimted at
0.9 percent. The current estimte on the change in input
prices is 3.4 percent for 2004, so the net update woul d be
2.5 percent.

This woul d be greater than current law. The
current | aw update for physician services for 2004 is an
update of mnus 5.1 percent. So we are certainly talking
about an increase in spending here. W estimate that that
woul d be in the category of greater than $1.5 billion in
that year, 2004. That's it.

MR, HACKBARTH:  Conment s?

DR. NELSON: Thank you, Kevin, for sonme of the

additional material that was included in here, including the
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further description about the participation process. And
al so a good di scussion on the behavioral offset.
appreci ate that.

Genn, is it possible to -- are we restricted to
one sentence recommendati ons? Because if we are not --

[ Laughter.].

MR. HACKBARTH: If we are, we violated earlier
t hi s norni ng.

DR. NELSON: If we are not, I'd be nuch nore
confortable -- if indeed our recommendati on included an
addi ti onal sentence which is on page one, it's the |ast
sentence in the pull-out paragraph. It says if the Congress
does not change current |aw hi gher update may be necessary
in 2004 to offset the negative update in 2003.

Now |I''m happy with it being in the pull-out but
it's such an inportant consideration and played such an
inmportant role in our earlier discussion, that |1'd be nore
confortable if that caveat were included with the
recomrendati on.

M5. BURKE: | don't disagree substantively with
what you're saying, Alan, but | worry about putting it as

part of a recomendation which is a specific action. And
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this is sort of well, if you don't, X wll occur.

| wonder if there isn't a way to nmake that
statenent a nuch nore direct one and a forceful one in the
context of the text rather than literally as part of the
recommendation. | don't disagree with where you want to go,
|"mjust not sure | understand howit fits into a
recommendat i on.

DR NEWHOUSE: Additional recommendati on.

M5. BURKE: Well, is it?

MR. HACKBARTH: |If you don't do it now, then do it
in 2004.

M5. BURKE: That's not what he said. What he said
was -- what | understand Alan to be -- well, then that's
different than what | heard. Then | m sheard you.

If we were specifically saying this update is what
we recomend, if you don't do this update then we're
recommendi ng X update next year. That's different from what
| heard.

M5. DePARLE: | think that's what you nmeant to
say.

DR. NELSON: | think that's what | neant to say,

Joe, and I"'mhappy if it's a second recommendation. And it
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may be that it's not necessarily but | think that it is, at
present, in a very conspicuous part of the text. [It's not
that we're burying it. But a lot of tines nenbers of
Congress just read the recommendation and they will read the
recommendati on as though that's just fine, and it's not just
fine if there's a negative update this year. It's far from
fine.

M5. BURKE: It's an interesting question in
scoring. Just as a side note -- and Bob, maybe you'll have
sone sense of this. If we literally -- | nmean, we are
| ooking at what the inplications would be. W know it wll
i ncrease spendi ng by such anbunt. Wre we to say do it now,
if you don't do it now, we're doing it double tine next
time. | assune they start tracking -- | nean, it's an odd
conveni ence to sort of do two year's worth of
recommendations in a year's recomrendati ons.

MR. HACKBARTH. The reason that | prefer, Alan,
doing it in the text is, nunber one, we made the 2003
recommendati on once. This is a package of 2004
recomendat i ons.

Al'l indications are that Congress is grappling

with the 2003 i ssue. | don't think we need to take out a
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megaphone and yell at them about it. They understand that
this is an issue that at |east they need to deliberate on.
How they will end up, | don't know.

So | would prefer to, consistent with every ot her
chapter in this book, focus on the reconmendation, but
clearly at a prom nent place establish the context for that.
And it's in the context of our 2003 reconmrendati on.

DR. NELSON: | bow to your w sdom

MR. HACKBARTH: Thank you. Any other conmments on
this?

MR. DURENBERCER: | just want to conplinment the
anal ysts for introducing the subject of volume growth, which
inm mnd relates to the intensity and sone of these kinds
of issues, and the lead up to it in various subspecialties
and in radiology and so forth, which strikes ne as being a
very inportant reality that we can't quite put our heads
around. And very appropriately it says MedPAC is currently
conducting research on this issue, which | think is a very,
very inportant piece of work and | conplinent them on doing
it.

MR. HACKBARTH. As | recall, our objective is have

sone of that work for the June report; is that right?
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Any ot her comments on this?

DR. WOLTER  Yes, just for clarification. |Is the
recommendati on that we're | ooking now predicated on the
possibility that |ast year's recommendati on woul d possibly
occur as Congress readdresses this? Because that could
happen, there could be an elimnation of the cut but a
freeze at current rates. O nothing could happen. And
al t hough the | anguage here does generally tal k about sone
conpensating change, it's a little bit unclear to nme what
t hat m ght nean.

MR. HACKBARTH. | think you' re touching on the
sanme concern that Alan had. As you'll recall, |ast year --
actually, N ck, you wouldn't recall because you weren't on
the comm ssion | ast year. Qur recomendation |ast year had
two parts basically for physician services. One was repeal
of the SGR system And then the second was to replace it
wi th an update based on a revised MEl mnus a productivity
factor.

To this point all indications are that Congress
has not enbraced repeal of SGR, but they are |ooking at
options for nodifying the result of the SGR system for

fiscal year 2003, nanely the 4.4 percent cut.
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Again, how that turns out, | don't think there's
anybody that knows at this point. Wether it's a 2.5
percent update or a freeze is really anybody's guess.

That is why we wanted to go on record in the text
as saying we're recommending this in 2004 and we think at
| east a nodest increase in fees would have been appropriate
for 2003, and trying to renove that anbiguity. But for the
reasons | just gave Alan ny preference would be to have the
bol d-faced recommendati on focused just on 2004 and have the
other matter dealt with in the text.

| had one question about the |anguage, Kevin. It
says | ess an adjustnent for productivity gromh, currently
estimated at 0.9 percent. For physician services and al

other services, we're using the long-termtrend in

mul ti factor productivity in the econony in general. W're
not trying to neasure physician productivity. | think
MedPAC, at one point, used to use the term-- it was |ike a

policy adjustnment factor or sonething |ike that, as opposed
to an estinmate of actual productivity.

Sonme people m ght construe the | anguage here as
we're trying to estimte the change in physician

productivity. So what | would suggest is just say |less an
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adj ustnment for productivity gromh of 0.9 percent to avoid
t hat conf usi on.

Did that cone through clearly and do peopl e agree
with that?

kay, are we ready to vote on the revised
recommendation then? Al those in favor?

Opposed?

Abst ai n?

Thanks, Kevin. Next up is outpatient dialysis.
Nancy, again, |'d appreciate your help in trying to nove
t hrough this as quickly as possible.

M5. RAY: 1'll do what | can.

This is the last in the series of three
presentations that you' ve seen on assessi ng paynent adequacy
and updating paynents for outpatient dialysis services.

"1l focus on any new information, as well as any changes
fromny presentation |ast nonth.

Moving right along, staff used 2001 cost report
data as the first step in estimting current costs for 2003.
As we' ve done for the | ast several years, we consider
separately billable drugs as well as conposite rate

services. However, for the first tinme this year our
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anal ysi s does account for the fact that the nost current
year that we have the data, 2001, that that data has not yet
been audited. MedPAC s anal ysis of providers cost is based
on Medi care all owabl e costs.

Qur analysis of the nost recent year for which
cost report data are available, that's 1996, shows that
al l owabl e cost per treatnment for conposite rate services for
freestanding facilities averaged about 95.7 percent of the
reported treatnent costs. Therefore, taking that into
effect, the average paynent-to-cost ratio across
freestanding facilities, including separately billable drugs
and conposite rate services is 1.04. Considering just
conposite rate services, the paynent-to-cost ratio is 0.97

Then to estimte current paynents and costs for
2003, how we did this is in your briefing materials and we
went into this in greater depth last nonth. So our
protection shows that for 2003, the paynent-to-cost ratio
woul d decline by no nore than 3 percentage points |ower than
the 2001 level. Again, this assumes current |aw, provides
for no change in the conposite rate paynent for 2002, 2003
or 2004.

We | ooked at market factors, and again those are
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described at great length in your briefing materials, and

t hey suggest paynents are at | east adequate. The
information on the next three slides is what you've seen
before, in terns of the growh and the capacity to furnish
dialysis, in ternms of the increasing nunber of freestanding
dialysis facilities, as well as the increase in the nunber
of for-profit facilities.

So we now go to our second step in MedPAC s
framewor k where we project increases in providers' costs in
t he next paynent year. Based on MedPAC s dialysis
mar ket basket index, we estimate that input prices will rise
by 2.5 percent between 2003 and 2004. This nunber did
change from what you saw | ast nonth, which was 2.7 percent
because we got in the latest information fromCMS in the
interim So MedPAC s dial ysis narket basket index projects
input prices will rise 2.5 percent between 2003 and 2004.

MedPAC s framework does consider other factors
that affect providers' cost in the next paynent year. Staff
concl ude that nost nedical advances will be accounted for
t hrough the paynents for separately billable drugs and for
productivity inprovenents we again use the nmultifactor

productivity standard that the other provider groups are
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using which is 0.9 percent.

Therefore, staff have drafted this recomendation
based on the conclusion that staff judge that paynents are
at | east adequate, that the dialysis marketbasket as
devel oped by MedPAC shows that costs will increase by 2.5
percent and the draft recommendation reads for cal endar year
2004 the Congress should update the conposite rate by the
proj ected change in input prices less 0.9 percent. The
budget inplication for that, relative to current |aw, we
estimate that for one year it will be in the category of $50
mllion to $200 million and in the category of $250 mllion
to $1 billion over five years.

MR. HACKBARTH. Comrents? This is unprecedented.

DR. RElI SCHAUER: Jack Rowe isn't here.

MR. HACKBARTH. W're ready to vote, | guess. All
in favor of the recomendation?

Opposed?

Abst ai n?

Thanks, Nancy

The last item before lunch is anbul atory surgica
facilities.

MR. WNTER  Good norning. First, | will present
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a new draft recommendation related to the collection of ASC
cost data. | will then briefly review our assessnent of
paynent adequacy for ASC services, and our draft
recommendati on for updating ASC paynment rates. Next, ['1l]I
di scuss our analysis of the m x of patients who receive
procedures in ASCs and hospital outpatient departnents.
Finally, I'll review our draft reconmendation to limt ASC
paynent rates to hospital outpatient rates and di scuss the
i npacts of this reconmendati on.

Current ASC paynent rates are based on a 1986
survey of ASC costs and charges. The secretary is required
to conduct a new survey of ASC costs and charges every five
years. In 1998, CMS proposed restructuring the ASC paynent
system based on data fromthe 1994 cost survey. This
proposal woul d have reduced paynent rates for high vol une
procedures, such as cataract-related surgeries and
col onoscopi es. However, the Congress required CVMS to del ay
t he new paynent system and to base new rates on cost survey
data from 1999 or |ater.

To our know edge, CMS has not conducted a new
survey since 1994. Thus, we propose reconmendi ng that the

secretary expedite the collection of ASC charge and cost
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data for the purpose of analyzing and revising the ASC
paynment system Once it is collected, recent cost data al so
woul d be used for our assessnent of the adequacy of ASC
paynents. This reconmendati on woul d have no inpact on
spendi ng on Medi care benefits.

Because we | ack recent data on ASC costs, we | ook
at market factors in judgi ng paynent adequacy. Here is a
qui ck review of those factors which we discussed in nore
detail last nonth. 1In the interest of tinme, | won't go
through themin nore detail but you can ask ne about themif
you have questi ons.

Briefly, though, we | ooked at rapid growh in the
nunber of ASCs. W also observed rapid growh in the vol une
of procedures they provide to Medicare beneficiaries. W
al so note that there is strong access to capital for ASC
facilities. These market factors |ead staff to concl ude
that current Medicare paynents to ASCs are nore than
adequat e.

W al so consi dered expected increases in ASC s
costs in the com ng year, and concl uded that current
paynents are at | east adequate to cover this increase in

costs.
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Thus, we propose reconmendi ng that the Congress
elimnate the update to paynent rates for ASC services for
fiscal year 2004. Under current |aw, paynents woul d be
updated by the increase in the CPIU, which is currently
projected to be 2.7 percent for 2004. W estimate that this
reconmmendati on woul d reduce spending in the category of |ess
than $50 mllion in fiscal year 2004 and in the category of
| ess than $250 million between fiscal years 2004 and 2008.

At the last few neetings, we've al so discussed the
i ssue of ASC paynent rates that exceed outpatient hospital
rates for the sane procedure. This table conpares rates in
each setting for the five procedures with the highest share
of Medicare paynents to ASCs. W' ve been through this
before so I'"'mnot going to go through this in nore detai
ri ght now.

The conmm ssion has expressed concern that paynent
variations by setting that are unrelated to cost differences
could create financial incentives to shift services from one
setting to another. W lack evidence that ASC costs are
hi gher than outpatient departnent costs, which would justify
hi gher ASC rates.

One factor that would affect costs in each setting
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is regulatory requirenents and outpatient departnents face
nore requirenents than ASC. For exanple, hospitals are
subj ect to the Energency Medical Treatnent and Labor Act,
whi ch requires outpatient departnments to stabilize and
transfer patients who believe they are experiencing a
medi cal energency, regardless of their ability to pay. This
| aw does not apply to ASCs.

We have al so hypot hesi zed that, conpared to ASCs,
out pati ent departnments serve beneficiaries who are nore
medi cal |y conplex and thus likely nore costly to treat. To
test this hypothesis, we used Medicare clains data to
conpare the characteristics of beneficiaries who use ASC
servi ces versus those who use outpatient departnent
services. First, we conpared the average risk scores of
fee-for-service beneficiaries who received surgical services
in each setting. The risk scores were derived fromthe
hi erarchi cal condition category risk adjustnment nodel. They
predi ct beneficiaries' expected service use in 1999 given
their health status relative to that of the average
beneficiary. Expected use is based on the beneficiary's
age, sex, and diagnoses frominpatient, outpatient and

physi cian visits during 1998.
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This table conpares average risk scores for
beneficiaries who received simlar types of procedures in an
ASC or outpatient departnent. The five procedure categories
shown here represent the highest volunme ASC categori es.

Each category consists of several related procedures,
whereas the procedures listed on slide five, tw slides
earlier, are at the individual level. It is inportant to
control for procedure type because the m x of surgical
procedures differs between ASCs and out patient departnents
and higher risk patients are associated with certain

pr ocedur es.

Keeping in mnd that the average beneficiary in
Medi care has a risk score of one, you'll notice that
beneficiaries in both settings had higher risk scores than
t he average Medi care beneficiary, and were thus nore
medi cal | y conpl ex. Across these categories, risk scores
were uniformy higher for beneficiaries who received care in
out pati ent departnents than those who were treated in ASCs.
The percent difference between outpatient and ASC ri sk
scores ranges from 3 percent for patients who received
cataract renoval to 10 percent for patients who had upper G

endoscopy. This indicates that outpatient departnent
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patients were nore nedically conplex than patients in ASCs,
whi ch probably neans they were nore costly to treat.

Si nce these nunbers were cal cul ated, we have been
revi ewi ng our nethodol ogy and have revised it to better
account for part-year Medicare enrollees. W do not yet
have results for the new nethods. However, we believe that
the new nethod will affect the results in tw ways. It wll
nmove the risk scores closer together for the first four
procedure categories shown here which account for 71 percent
of ASC vol une, but the outpatient scores will still be
hi gher and the difference will still be statistically
significant.

For the last category, which accounts for 13
percent of volune, and that's anbul atory procedures other,
the risk scores should nove cl oser together but may no
| onger be different in a statistically significant way.

Next, we conpared total Medicare paynents for all
services in 1999, for fee-for-service beneficiaries who
recei ve procedures in an ASC or outpatient departnent.

Total paynents represent spending on all the services used
by the beneficiary, including anbulatory care, inpatient

care, and post-acute care. Total spending could reflect
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beneficiaries' health status. W'd expect utilization to
increase as health status declines. However, other factors
could also affect total paynents, such as suppl enenta
coverage and |l ocal practice patterns. Thus, these are a

| ess direct nmeasure of health status than the risk scores.

This table conpares total paynents, average total
paynents for beneficiaries in ASCs and outpatient
departnments who receive simlar types of procedures. And
just to walk you through this a little bit, the top row,
cataract renoval, the nunber there represents total spending
by Medi care on patients who received that procedure in an
ASC versus an outpatient departnent.

Across these categories, beneficiaries who
received care in outpatient departnents had hi gher average
total spending than beneficiaries who received care in ASCs.
The percent difference between outpatient and ASC tot al
spendi ng ranged from 13 percent for col onoscopy to 30
percent for anbul atory procedures, other. The nethodol ogy
used to calculate these nunbers already fully accounts for
part-year Medicare enrollees and thus will not be revised.

In summary, patients and outpatient departnents

had both higher risk scores and higher total spending on
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average than patients in ASC s who received simlar
procedures. This indicates that outpatient departnents
serve patients who are nore nedically conpl ex.

DR MLLER Ariel, can | just ask you one thing?
|"msorry to interrupt.

The | ast table, where you had the total
expenditures there, that includes everything that goes to
that patient. So it would include things |ike separate
billings for radiol ogical procedures or prosthetics or that
kind of thing; is that correct?

MR WNTER That's right, as well as any ot her
services they received besi des ASC or outpatient services.

MR. HACKBARTH. This is their total utilization,
on average, for the year.

MR. WNTER: That's correct.

MR. HACKBARTH. So it's another way of getting at
the relative risk of the ASC versus outpatient departnent
patients.

DR. NELSON: Does it include the copaynment, as
well? Does it include the patient contributions?

MR WNTER | believe it just includes the

Medi care portion of the patient.
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DR. REI SCHAUER Not to conplicate this any

further or nake this into a real research job, but the
geographic distribution of ASCs was very skewed. |[|s this at
national prices? O is this at --

MR. WNTER  This is at nationally standardized
prices, yes. That's a good point.

This is the same reconmendati on you saw | ast nonth
with a slight revision. W've added the clause in the
begi nning that until the secretary inplenents a revised ASC
paynment system-- and the rest of it is the sane as what you
saw last time -- Congress should ensure that paynment rates
for ASC procedures do not exceed hospital outpatient PPS
rates for those procedures.

The reason we added this is because we believe
that once the ASC paynent systemis revised, based on
updat ed cost data, the disparities between ASC and
out patient hospital rates should be m nim zed.

W estimate that this recomendation woul d reduce
spending in the category of between $50 mllion and $200
mllion in fiscal year 2000 and in the category of between
$250 million to $1 billion between 2004 and 2008.

There are several concerns that have been raised



10

11

12

13

14

15

16

17

18

19

20

21

22

114

about this recomendation, which I'Il try to briefly
address. The first is that outpatient departnents receive
addi ti onal paynents, such as outlier and pass-through
paynents, that ASCs do not.

W would like to ook into the issue of what types
of procedures receive outlier paynents, which represent
about 2 percent of the total paynents.

On the question of pass-through paynents, nost
pass-through itens have been incorporated into the base
rates for 2003 so we believe this will be |ess of an issue
goi ng forward.

A second concern is that outpatient departnents
may be billing separately for radiol ogy services that are
provided ancillary to surgical procedures which ASCs cannot
do. This is another issue we're looking into. W would
note that we have | earned that ASCs can bill separately for
prosthetic devices which outpatient departnents cannot do,
they cannot bill for them separately. They're currently
bundl ed into the outpatient rate. So sone of the unbundling
al so occurs on the ASC side.

A third concern is that outpatient rates nmay not

cover costs as the procedural level and thus it would be
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i nappropriate to apply themto ASC services. W believe
that the 2003 outpatient PPS rates are the nost accurate
that can be cal cul ated using current data. This year is the
first tinme that the rates are based on the costs of
hospital s operating under the outpatient PPS. [In addition,
they are nore accurate than previous rates because nost of

t he pass-through itens have been folded into the base rates.
If there are anonalies where outpatient rates do not cover
costs, the secretary could deal with this during the

rul emaki ng process that would follow a | egislative change.
For exanple, in anomal ous situations he could decide to
phase i n paynent reductions over tine.

A fourth concern is that outpatient rates have
been fluctuating fromyear to year. W expect that with
i ncorporation of nost pass-through itens into the base
rates, the rates should stabilize.

We estimated the inpact of this recommendati on
usi ng a nodel based on 2003 ASC and outpatient paynent rates
and 2001 vol une of ASC services. Based on this nodel, we
estimate that this reconmendati on woul d | ower paynent rates
for half of the volunme of ASC procedures accounting for 35

percent of Medicare paynents. For these affected procedures
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t he average paynent reduction would be 20 percent. Overall,
ASC paynents woul d be reduced by about 7 percent and
beneficiary coi nsurance woul d al so be reduced on average by
about 7 percent.

This table shows the inpact of the recomrendation
by procedure category for the categories with the highest
share of Medicare paynents to ASCs in 2001. Cataract
removal , which accounts for half of the paynments to ASCs,
woul d be unaffected because ASC rates are currently | ower
than outpatient rates for these procedures.

The inpact individual ASCs woul d vary by the
services they offer and the share of their revenues
accounted for by Medicare. About half of ASCs offer
opht hal nol ogy services and 40 percent offer gastroenterol ogy
services. About half of ASCs are single specialty and the
other half offer nmultiple specialties.

The | argest ASC chains report that Medicare
accounts for 20 to 30 percent of their revenue. W don't
have Medi care revenue data by specialty type across the
entire industry but a large ASC firm has reported that
Medi care accounts for 60 percent of its revenue for after

cataract | aser surgery, which is in the other eye procedures
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category on the table, and 30 percent of its revenues for
col onoscopy and upper G endoscopy, which al so shown on the
tabl e there.

This concludes ny presentation and | wel come your
comments, questions, and | ook forward to your discussion.

MR, HACKBARTH: Could | just explore
recommendation three for just a second to nake sure |
understand the intent?

Soneti mes we nmake recomendations that are
basically fornulaic, take this marketbasket index and
subtract that nunber and you get a very specific result.
Here, on draft reconmendation three, the tone seens to nme to
be alittle bit different. By that | nmean we're not
necessary suggesting to the secretary take this nunber from
t he hospital outpatient schedule, conpare it to this nunber
fromthe ASC, and go to this. W're recognizing that sone
adj ust ment, sone degree of judgnment, may be necessary to get
a true appl es-to-appl es conpari son.

So this is really a statenent of policy direction
that the comm ssion is concerned about having different
paynent |levels for the sane service in different settings

for fear that that will inappropriately influence the
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clinical decision-making process, as opposed to this is the
right fornula to do it.

MR. WNTER. That's correct. That's our intention
her e.

M5. DePARLE: That's not how !l read it, denn.

DR. NEWHOUSE: That's not how | read it. This is
a fornmula, pay the | esser of the two rates.

MR. WNTER: | think what we're --

DR. REI SCHAUER. To ASCs, not to outpatients.

MS. DePARLE: ASC rates shall not exceed hospital
outpatient rates. That's how | read it.

DR MLLER | think to describe where we are in
t he conversation, both fromlast nonth to this nonth and
here, is our policy statenent was that ASC paynent rates
shoul d not exceed outpatient. And | think that is where we
general ly are.

There have been concerns expressed throughout our
conversations about ourselves and fromthe outside world.
And | think what we're trying to reach for here is that in
i npl enenting sonmething like this, the secretary -- there can
either be a flat statenment in the |aw that says you will pay

no nore, or you could construct the lawin a way -- and |
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realize this is alittle bit nore difficult and I'mnot sure
| have the words to say, this is what the paynent rate
shoul d be, but the secretary should exerci se sone discretion
in reaching that.

So for exanple, if the Secretary found for a given
procedure sone evidence that cost was unaccounted for
because the bundl es are not conpletely defined, the
secretary mght take that into account or take the policy in
steps. | think that's what we're trying to say here. |Is
t hat about right?

MR. WNTER  Yes, that's right.

M5. BURKE: That's not what that says. Only to
the extent that if it is your -- | nean, there are a variety
of ways you could do this. One would be to say that on
average, they shall not -- | nean, there are a nunber of
t hings you could do in constructing what the rate | ooks
like.

But if you're intentionis to literally leave it
di scretionary to the secretary to determ ne where it is and
is not an absolute, that is it shall be no higher. You're
suggesting that there be circunstances where it would be

hi gher. Then this doesn't achieve that end, | don't
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bel i eve.

MR. HACKBARTH: Let's try to agree on the intent
first and then we can deal with the | anguage, and nmaybe t hat
will require comng back with sonme revised | anguage.

The new i ssue for nme, this discussion as opposed
to last tinme, is that the bundles are not exactly the sane.
And ny intent would not be to say well, you' ve got to treat
them as though they're the sanme and just do a sinple
conparison of this nunber and that nunber.

The point that | think is inmportant is that we
strive to nmake an appl es-to-appl es conpari son which will
require some judgnment on the part of the secretary. But
once we have that appl es-to-apples conparison the policy
princi pl e ought to be they we not pay nore for the service
rendered in an ASC than we would in the hospital outpatient
depart nment.

So that's what personally | would strive for. Do
peopl e agree with that or disagree?

MR SMTH denn, | think | agree with that
al though it would follow fromthat that it ought to work in
reverse. |If we get the bundles precisely calibrated so that

we' re doi ng appl es-to-apples, then that we should pay
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whi chever rate is lower in whatever setting it's delivered.

[ Si nul t aneous di scussi on. ]

DR. REI SCHAUER. One aspect is the bundles. The
other is the acuity or the severity of the outpatient. A
third is the regulatory burden and other costs that we
i npose on one. And we have pretty good evidence that all of
those go to the di sadvantage of the outpatient hospital.

DR. NEWHOUSE: The other is which bundle do you
standardi ze to? Do you standardize to the old outpatient
bundl e, or to the old ASC bundl e.

M5. BURKE: 1Isn't this essentially what he's
supposed to be doing? M concern is not where you want to
go but this is where we ought to be getting, and they
haven't gotten there yet. So it's not clear to nme how this
woul d get you where you want to get before you get there.

[ Laught er. ]

DR. RElI SCHAUER: The question is does it nove us
in the right direction?

M5. BURKE: |'msure that's what | neant. |'m
sure of it.

[ Laught er. ]

M5. BURKE: My concern is that with that kind of
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i s supposed to occur in the

context of building a paynent system which they have not

done. So are we again putting forward a proposal which fr

a policy perspective nakes absol ute sense, practically is

the job that's supposed to have been done. And this

suggests that in the absence of a revision of a system do

this.

om

My concern is this is what they ought to be doing

to get to the system

So it's not clear to ne how this

happens before the work that has to be done in order to get

to were ultimately we need to be. That would be ny

practical concern.

MR. HACKBARTH. | think there are two parts to

what we're recommendi ng here.

that we think this system needs to be revanped and we need

to get on with it, and

The first recommendation is

| think we have said or should say

that the anbunt we pay for the sanme service in these two

different settings needs to be synchronized in a way that

currently, as we speak,

i s not.

So recommendation one is we need to get on with

the task of an overal

payment system

r ehaul

and synchroni zation of the

it



10

11

12

13

14

15

16

17

18

19

20

21

22

123

Then stepped two is what do we do in the interinf
What we're suggesting is that the secretary, as quickly as
possi bl e, nmove to assure that we're not paying nore for a
conpar abl e bundl e of services in the hospital outpatient
departnment than we would in the ASC

DR. NEWHOUSE: | suggest that we add to the end of
this, after accounting for the differences in the bundle of
services covered. | think that fixes what | heard was the
pr obl em

M5. DePARLE: | just think, if I can go back to
we' ve discussed this extensively at the last two neetings
and the staff have spent a ot of tine talking to ne about
it, which | appreciate, and they' ve tried to be responsible.
But | think your point, Joe, and what we're discussing right
now gets to the place where they can't be responsive, which
is that we don't have the data.

Unli ke other areas we've been | ooking at Medicare
costs and Medicare margins and we don't have that here. And
that's going to be hard work and the agency does need to get
going on it, starting with collecting the data. But to say
that they can just go inmmediately to this and start changi ng

bundl es around, that doesn't work.
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And so that's been ny concern about this whol e
thing, is that, as opposed other areas, we just don't have
the data. As | said, | think the staff have done a
tremendous job of trying to collect proxies for things about
adequacy, but we don't have it.

MR. HACKBARTH. The difference, Nancy, | think may
be in one case we're tal king about cost data which is a
difficult process, requires tine.

What we're suggesting here is they not | ook at
cost data but paynent data, which is easier to collect. It
doesn't require industry surveys. They sinply need to | ook
at what Medicare is paying, what they are paying. And as an
interimstep strive to not pay nore for the sanme service in
an ASC.

M5. DePARLE: But that presunes that you' ve nade a
j udgnment about cost bei ng adequat e.

MR. HACKBARTH. Just to be clear, | am not
presum ng anyt hi ng about costs. |'m saying that we ought
not pay nore for the sanme service delivered in ASCs as
opposed to hospital outpatient departnents, especially in
vi ew of the evidence that we have about the conplexity of

the patients served.
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DR. NEWHOUSE: In other words, is what you're

proposing that we would just the nunbers we saw on the
screen by a paynment rate for radiol ogical services and
prosthetic devices until we've nade those nunbers cover the
same bundl e and then we woul d conpare?

MR. HACKBARTH R ght.

DR. NEWHOUSE: That seens, to ne, fine.

DR. REISCHAUER | can't inagine why the data
isn't available for that.

DR. NEWHOUSE: We'd have to use it for one system
or the other, where we have a separate paynent rate for that
service, and add it to the bundle where it doesn't exist.

M5. DePARLE: | don't know, and | don't think any
of us knows -- Mark, you may know -- how difficult it wll
be to unbundl e and rebundl e and make those conpari sons about
what's in the paynent rates.

But | guess | don't quite follow, @ enn, what
you' re saying because | still think it does -- inplicit in
this discussion is sone decision about a policy choice about
adequacy of paynents. | agree and have al ways agreed that
we shoul d not, through our paynment nethodol ogy, favor one

site of service over another for the sane service unl ess
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there is sonme i ndependent policy choice being made based on
safety, efficacy, some other thing. But | just think we're
fooling ourselves if we think this is going to get there.

DR. NELSON: This all presupposes that they are
the sane service. You mght do an operation, the sane
operation, at two different sites and they may be totally
different services. And we're trying to graft one paynent
system on another, and we're doing it arbitrarily by | opping
the top of the other one.

It seens to nade that we have always said that we
shoul d pay the legitimte costs of an efficient provider.
For this service, we then need the data before we can do
that. And we have all of these other confounding variables
that we're ignoring to make an arbitrary decision to renove
a portion of paynents if they're high, but not bring up any
if they're | ow

My point on this is that it seens to ne that
beneficiaries benefit fromhaving a choice. They benefit by
having a | ower copay in many instances if they go into an
anbul atory surgical center. That they are not exactly the
sanme services. And until we have data, |I'mreluctant to

make a recommendation that just sort of well, we'll peel off
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the top if they' re paying higher. They're different
services in nmany cases.

DR REI SCHAUER: But there's a perception..

MR. MIULLER: | thought Ariel's presentation was
quite convincing, in ternms of both the conplexity of care,
internms of the patients being nore conplex. He had at
| east two nmeasures of that. And secondly, the regul atory
burden, whether it's MIAL or other things one wants to cite.

So the argunent, as | understand it, is that both
the conplexity is greater -- naybe not on every | ast
received, but the conplexity is greater on average in the
outpatient setting. And the regulatory burden is greater in
the outpatient setting. So there wouldn't be nuch reason
for there to be a higher paynent in the ASC setting. And
that's why, | think, the recormmendation as witten is well
st at ed.

| think for the reasons that Nancy and Joe and
ot hers di scussed once we start getting into exactly what
ki nd of bundled services, | think that takes a nore conpl ex
calculation to do. So I'mnot as convinced of adding on the
bundl i ng | anguage because |I'm not sure we know what we're

bundling vis-a-vis each other.
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But certainly on the procedures, we have no reason
to think that the ASC costs shoul d be higher, and therefore
are worthy of a higher paynent.

DR NELSON: We don't know.

MR. MIULLER We do know that the conplexity is
greater based on the information that Ariel presented. And
we do know the regulatory burden is greater. That we do
know.

MR. HACKBARTH: Any other comments on this? Wy
don't we go ahead and vote then. Recommendati on one, do you
want to put that up, Ariel?

Al'l in favor of reconmendati on one?

Opposed?

Abst ai n?

Reconmendation two. All in favor?

Opposed?

Abst ai n?

And recommendati on nunber three, Al in favor?

DR REI SCHAUER: Wth the nodification?

MR. HACKBARTH. Good question. Actually, maybe
the thing to do is ask, Ariel, for you to cone back with a

revision of the | anguage so that we don't nuddl e around with
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it right now Can you do that?

MR. WNTER [ Nodding affirmatively.]

MR. HACKBARTH. Do you have any questions about
the intent?

MR. WNTER | was going to use Joe's suggestion

M5. RAPHAEL: Could you just read it for us?

MR WNTER Sure. It would read, under Joe's
nodi fication, until the secretary inplenents a revised ASC
paynent system the Congress should ensure that paynent
rates for ASC procedures do not exceed hospital outpatient
PPS rates for those procedures after accounting for
differences in the bundl e of services covered.

MR. HACKBARTH. Are people prepared to vote right
now on that? Al in favor?

Opposed?

Abst ai n?

kay, thanks, Ariel.

That conpl etes the norning presentations. W wll
have a 10-m nute public comment peri od.

As usual, 1'd ask people to keep their conments as
brief as possible. And if one of the people in front of you

in line has made your point, please just say | agree with
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that and you don't need to nmake it again. That will allow
us to get as many people in front of the m crophone as
possi bl e. Thank you.

MR. WARDVELL: Thank you. |'m Bob Wardwell and
l"d like to speak to you for just a mnute or two about the
home heal th recommendati ons fromthe perspective of the
comunity non-profit hone health agenci es.

| think at the outset before | really start, if
you want a clue as to where to | ook for these m ssing
peopl e, and why they aren't in honme health, a good place to
| ook is the nursing shortage. W have a 21 percent turnover
rate in nurses right nowin VNAs. There's a bidding war and
the fuel for home health is nurses. Oten under the PPS

system you don't know you have revenue in tinme to bid for

t hem

| think that this margin discussion is sonewhat
illumnating. | know the staff and you have to work with
the best data available. | had to work with the best data

avai lable for a long tine as a regulator. Sonetines the
best data available isn't really good data. | hope this is
good data that you made your judgnents on. | think there

are sone flaws in it and | think there are sone
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i nconpl etenesses in it.

Getting to the margins thenselves, even if it's
true we'll say for the sake of argunment that nargi ns by sone
standards are relatively high, we really didn't hear the
data today to penetrate below that level to illustrate what
that inpact is on those agencies that are at the other end
of that continuumof margins. | think a lot of themare
VNAs, |'ve heard froma lot of them And to themit has
cat astrophi ¢ consequences.

| think the primary issue here in the PPS system
is a distributional issue and it has to be cured through a
di stributional fix, not through an across the board activity
that hurts the best along with the worst.

| just wanted to go through 10 quick facts | cane
up with, one sentence apiece to keep it short. Those VNAs
that I know of that | have spoken to that have nmade positive
mar gi ns haven't pocketed the noney. They've turned it right
around, as soon as they knew they had it, into services to
reach out to those nost at risk, to try to hire the nurses
so that they can take patients that are nore conpl ex.

Looking at |ast year's financial statenents from

VNAs, the average VNA barely broke even. They only got into
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the bl ack through charitable contributions.

Tal king since the last nmeeting to VNAs, | said
what about your charges? Haven't they kept pace with cost?
They basically said, in large part, since charges are now
noot, we're largely Medicare/ Medi caid, we've been negligent
in really keeping our charges up with cost, which nmakes the
charge anal ysi s sonewhat usel ess.

The only cost report you can possibly have right
now -- | didn't hear fromwhat year it was, but it has to be
the first year. Those are the only ones that have been
submitted. That's an extrenely atypical year. Those of us
t hat experienced it know how atypical that year has been. |
al so know that there can't be any cost reports in it from
the entire New Engl and region. They haven't been submtted
intime. That's where the majority of VNAs provide homne
heal th care.

Because of all the retrospective adjustnments in
the PPS systemthere are a |lot of agencies who really don't
even know for sure what any year's revenues are in order to
book them

|'d have to say that at |east anecdotally from our

VNAs, access problens do exist. They don't exist
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everywhere, but they certainly exist in places are the
provider of last resort. They see patients comng to them
that aren't profitable.

W' ve al ready shown what happens to these high
cost patients under the current outlier of system W' ve
presented that data to MedPAC staff. You take a | oss on
every outlier. How many of those | osses can you afford to
t ake?

| think the access are masked by this kind of
i nadequat e system we have of neasuring access in hone
health. Discharge planners have a very di sproportionate
narrow vi ew of what access is.

Frankly, the distributional shortcom ngs of the
PPS system were known right fromthe outset. They were
supposed to be fixed as quickly as they could be fixed.
They haven't been fixed yet. | think that's the real
solution, not an across the board cut.

Di stributional shortcom ngs don't get solved with
an across the board cut. What it does do is it perpetuates
the problemand it discourages access to care, which is what
| think we've talked a | ot about today.

In conclusion, | think the stakes here are very
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high. Wen | was a regulator, even though I'mnot a
physician, | took the position that above all, do no harm
At |l east once | was a mature regul ator.

| think at best there was a | ot of conjecture

about what this cut in hone health nmeans. | would urge
anybody to think, above all, do no harm

MR. PYLES: |'mJimPyles on behalf of the
Ameri can Association for Home Care. | won't repeat sone of

the things that Bob said, which | do agree with

One of the things | think is a pity is that you
did not recall the rest of the song that you were talking
about in the hone health debate because when it ain't
exactly clear what's going on here, you got to beware. And
it's a shane that you didn't do that.

| would also urge in the future that the public
comment period perhaps cone before the vote so that you can
armyourself with the relevant facts.

These are the facts. Under the interim paynent
system we lost one mllion Medicare home health
beneficiaries fromthe hone health benefit. Under PPS we've
| ost 300,000 so far, that we know about. It is likely to be

cont i nui ng.
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Now why is that? The answer is in your
di scussi on, and Comm ssi oner Newhouse | think put his finger
on it, and the staff has acknow edged it. You converted the
benefit. By changing the reinbursenment you converted the
benefit to a short-termacute care benefit.

Everyone nentions that and thinks that's just
fine. The statutory coverage criteria have not changed
materially since 1980. That neans that under your own
anal ysis we have elimnated access to nany of the patients
who have a lawful right to receive the benefit. W're not
covering it, we're not paying for it.

That means that your paynment policy is
i nconsi stent with your coverage policy. That then |eads, of
course, to a lot of stress for hone health agencies and
patients and physicians who don't know what's covered or
what will be paid for.

| would think that is a fundanental error, a
fundanmental problem that this comm ssion shoul d address.

We know that if it has been converted to a short-
termacute care benefit, as | agree it has, then the one
mllion we elimnated and the 300,000 we elim nated were the

sickest, nost chronically ill. These were not the margi nal
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patients. These were the patients who really needed the
benefit.

And we know t hat happened when you had across the
board cuts under |IPS, under PPS, the 15 percent cut. W
know that's what across the board cuts generates, is it
al ways hits the higher cost patients first because it's
undi fferentiated. And yet we recomrend further across the
board cuts.

| woul d suggest that nmay not be a wi se direction
to nove in.

Total paynments for hone health are down to 1993
| evel s by the chart staff gave you. Paynents per patient
and down, | think as Comm ssi oner Raphael said. This is not
occurring in any other benefit.

At the sanme time health care costs are increasing.
Coul d there be a connection here? Interesting possibility.

WI1l nore noney nmake a difference? Well,
instability is what is causing the problemright now Mre
noney probably will nake a difference if agencies can
understand that they can rely on it. A 20 percent profit
margin, if it's accurate and I would wonder if it is, but if

there is a profit margin out there, instability breeds
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caution. And you can't turn on a dine. You're not going to
go out and hire staff unless you understand you can rely on
t hose paynents.

And a 52 percent cut under |IPS, another 15 percent
cut under PPS, another 10 percent cut or 5 percent under the
rural add-on, another cut under the narketbasket update,
we're underm ning the stability that PPS should bring to the
hone health benefit. You will never have the data to nake
the adjustnents you need to nake reliably as | ong as we keep
maki ng across the board cuts.

| think as Conmmi ssioner Raphael indicated, we are
in a downward spiral with home health. Elimnation of
hi gher cost patients is caused by across the board cuts. It
al ways di scri m nates agai nst the higher cost patients who
present the highest financial risk. And that results in
nore across the board cuts. Elimnate those patient, you
just cut nore.

So we are on a downward spiral and | would just
urge you to break out of that and let this benefit stabilize
so that you can get accurate data to do your jobs.

Thank you.

MR. LANE: Larry Lane, Cenesis Health Ventures,
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al so speaking for American Health Care Associ ation

Four quick points. | want to pick up on Sheila's
poi nt on what we don't know is inportant. That applies to
SNFs. Over the last seven years there has been a 68 percent
increase in utilization, a 76 percent change in individuals
di scharged to the honme without any further care, 191 percent
change in discharge to hone care. There's a | ot happening
here that nobody seens to be curious about and we need to
| ook at it.

The second point actually goes to Carol Raphael's
comment on the nmetric that she used. That is an extrenely
important nmetric and it probably applies to all the post-
acute services. W're all of a sudden seeing a change in
t he denographics, we're seeing a change in service patterns,
we' re seeing changes in paynent, and yet we are seeing fewer
beneficiaries who need this service as a percentage of total
beneficiary clains. Wy?

That's inquisitive issue. Several years ago, |
guess al nost a decade ago, ProPAC did a very good report on
post-acute services. Just data, just facts, not
concl usi ons, not recommendati ons, but data so that we could

actually begin to look at that. | would urge the conmm ssion
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to dust off that report, conme up with sone new nunbers, and
work with us. Let's ook at what i s happeni ng.

Third, heartfelt thanks for Dave Durenberger for
rai sing the update concern. The total margins issue in the
SNF sector is very inmportant. You can't just |look at the
silo that is Medicare and the data that is 10 percent or
such. That seens like an old nunber. Actually, it accounts
for 26 or 27 percent of revenues and it's nearer to 14 or 15
percent. But nore than that, for a conpany |ike ny own,
nine out of 10 of our adm ssions are post-hospital Medicare
adm ssions. The total destabilization of the skilled
nursing sector is being caused by Medicare policy and you
can't just walk away fromthat inpact. W're living with a
winp W You don't know what your business nunber is going
to be so you can't clinically plan for your com ng year.

Fourth, just a point, there's a consequence of
rising costs, underfunded Medicaid, rising acuity and | ess
resources. We plan on continuing to work with the
commi ssioners. W have sent sone naterials recently. W
will be sending out a report, two reports, that the Lew n
G oup are finishing, one on early warning. Wat's happening

with that 10 percent cut that we just took? And | think
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it's an excellent statenent of what at | east we're observing
and we're going to try to quantify that during the year so
we can actually see what the paynent inpact is.

The second is we will have a report out within the
next week or two on the predictability of the RUG system
relative to the hone care, relative to the hospital
relative to the long-stay hospital, relative to the rehab
hospital, and what you're going to find is the RUG system
has no predictability of any significant nmeasurable part.

So that we're, in fact, playing with the allocation of
dollars on a systemthat does not reflect the care and
servi ces.

Thank you for your tinme and I'Il continue to be
comng to your neetings.

MR. FENEGER. Randy Feneger for the Federated
Ambul at ory Surgery Association. Let ne echo the comrent,
first, that was nmade that perhaps it would be hel pful to
your deliberations to hear sonme public reaction to the staff
presentations prior to the tine you have to vote. W would
urge you to consider that as a procedural option for the
future

Let nme touch on the recommendations that you
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consi dered. Recommendation nunber one is essential and we
congratul ate you on supporting that. W w sh you would stop
there. The recommendati on underlies what has been di scussed
now at three nmeetings. There is no data on the cost of
providing these services in this setting. Had the Mdicare
program done the job of collecting the information that it
is statutorily required to do, probably none of us would be
here today having this discussion. W believe that it is
critical that this data be collected, that the apples get
conpared to applies across the various settings where these
services are provided, that then policy judgnments and
debates can that place at the tine.

For many of these procedures there are three ways
of calculating the costs. One is the way you cal cul ate them
for the ASC. One is the way you calculate the cost for the
APCs in the outpatient departnment. Sone of these procedures
are also paid for in the physician office. W have yet a
third way of calculating those costs. All three are
different. Al three start with different data sets. It
shoul d come as no surprise that we have different answers

usi ng those three systens.
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Recommendati on two, that there should be no
update. In the absence of data on these costs, we have
deci ded to use the proxy of access to Wall Street. What |
t hi nk has not been proven, based on a survey of our own
menbers, is that is Wall Street reacting to the 30 percent
Medi care revenue, which is the average Medi care revenue of
FASA nmenber, or are they reacting to the 70 percent revenue
fromthe private sector? And that perhaps Medicare rates
had very little to do wth what is going on in the
mar ket pl ace and, in fact, those rates may indeed be
subsi di zed by private pay. | think that bears a nuch harder
| ook than seens to have been taken if you're going to nmake a
recommendati on that there be no update.

| rem nd you that as a result of the Bal anced
Budget Act of 1997, there has been only one full update for
anbul atory surgery centers since the enactnment of that |aw,
and t hat was the one that went into effect Cctober 1st,
2002.

Finally, on recomendation three, that no paynent
in an ASC shoul d exceed the paynent in hospital outpatient
departnment. | can certainly stand here and accept the logic

of the argunent, but | would go back to the point that we
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have two conpletely different paynment systens enacted by
Congress to calculate rates in different ways. Again, we
shoul d not be surprised that there are differences.

| would al so point out that the APC val ues are a
noving target. If you |ook at many of those val ues, they
increased in the |last year, the 2003 rates are higher than
they were in 2002. In many cases, for those 300 procedures
identified as having a higher rate in the ASC conpared to
the APC, the difference has cl osed.

My point is the outpatient departnent systemis
still a noving target. It nmay sonmeday be a basis of
reasonabl e conpari son of these rates. | would sinply
caution that perhaps you, as a comm ssion, should wait a
little bit longer to allow CV5S the opportunity to further
revise and refine the data that it has. | think you can
make a conparison that m ght have greater weight and
credibility and strength.

M5. COMMN. Hi, I'"'mJoyce Cowan fromthe law firm
of Epstein, Becker and Green. W represent AnSurg, a
nati onal operator, in partnership with physicians, over 100
ASCs nationw de.

Randy, for the trade association, has just



10

11

12

13

14

15

16

17

18

19

20

21

22

144

hi ghl i ghted nost of the main points | wanted to nmake to the
commttee, so I'll just go to the additional ones, as I
agreed with his comments.

One, we strongly want to conmend the staff and the
conmi ssion for adding recommendati on one. W have urged
this for sonme tinme, get data. CMS is not gotten the data
that they were supposed to get which put the conm ssion in
the awkward position it's been in in discussing
recomendati ons two and three. You do not have data on the
paynment adequacy for anbul atory surgery centers.

Again, | echo Randy's conments earlier but | want
to make just two extra points. Wat you' ve gone to with
your recomendation three, and | would urge you to revisit
it, is not a statenment of policy preference that CVS should
be setting neutral as to how physicians nake their
deci si ons, how beneficiaries make their decisions about
where they want to get care. | think you'll find the
i ndustry extrenely supportive on that core concept and we
have said that in conments in the past.

That is not what you' ve done. Instead, you' ve
done a crosswal k, as Randy highlighted, of a brand new

systemthat has a lot of flaws still. The hospital
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out pati ent departnment system and | think you woul d hear
this fromhospitals, as well, has many flaws and i s not
geared, and is still not geared at a CPT code |evel basis.
So we don't know if the hospital figured that you' ve just
set as a cap, we don't even know if it's adequate for the
hospital. And we also don't knowif it's adequate for the
ASC. W would argue, in many cases, it did not be adequate
for the hospital costs.

Finally, copay issue. |In the staff's
recommendat i on supporting recommendation three there was a
note that beneficiary copays would go down as a result of
recommendation three. | would suggest to you that if
anbul atory surgery centers nmake a decision at the extrene
that they cannot afford to continue to give a procedure with
a 20 percent cut -- and unlike a hospital outpatient
departnment it mght be one of only a handful of procedures
they're doing to begin with -- if they can't provide that
service any |longer, the beneficiary will be at the hospital
out pati ent departnment which has, in nmany instances,
significantly higher copays.

The conmm ssion may or may not be aware of this,

but there's a 20 percent set on the copays for all ASC
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services across the board. W're still in the process of
bri ngi ng down the copay | evel on the hospital outpatient
depart ment.

Wth all that in mnd, | know the conm ssion has a
ot of work that they're noving forward on in this area, and
we stand ready, willing, and able to continue to work with
the conmission in this area.

MR. DOMBY: (Good afternoon, my nane is Bill Donby.
I"'mw th the National Association for Hone Care. Rather
t han echo the comments of Bob and Jim | wanted to add a few
separ at e ones.

When | ook at the data that we've seen so far, and
first 1'd like to thank the MedPAC staff for their
accessibility and their openm ndedness in gathering
information and trying to bring sone light into a very dark
tunnel that we've been in in hone care for the last five
years. But we've been gathering sone data on our own, it's
very prelimnary information

The one thing that stands out is that the
variation in costs, the variation in revenues, the variation
inutilization is quite wwde. Qur prelimnary information

indicates t hat in the first year of PPS, about 5 to 10
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percent of the providers of services were in the red with
their paynent rates fromthe Medicare program Since

Cct ober 1st, when the 7 percent, or so-called 15 percent
cut, took effect it's risen to between 25 and 35 percent, a
maj or difference in just a short period of tine.

But even within those two years, we've seen such a
wi de range in profits that's expl ai nable only because of the
infancy with which the PPS systemis in existence. It has
an extraordinarily weak case-m x adjustnent. It explains no
nore than 30 percent of the cases that are incorporated
withinit. And that's in the context of a delivery system
whi ch continues to change greatly as tine noves on

Beyond that, in ternms of the variation, the
variation costs we see are also incredible. But the costs
are going up in ways that are not neasured by the
mar ket basket index. As you see a decrease in the volune of
Visits, you see an increase in your unit costs sinply
because the fixed costs necessary to conply with Medicare
conditions of participation and the |ike remain and have to
be spread out over a smaller nunber of visits.

But beyond that, just as many other health care

provi ders, hone care has had just trenendous regul atory
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changes in the short-term W all know what HI PAA costs are
comng. HI PAA costs to hone care are now rather than
earlier because they were coping with new PPS costs. |

don't think there's been a provider of service that has had
to have as many changes in operations in such a short period
of tinme as they have seen in the Medicare hone health
benefit since 1998.

We al so see sonething el se which we woul d | ook at
and we'd say hone care is essentially a chaotic systemright
now. | sat back and contenpl ated and say what does hone
care really need? | think what we need is sone sort of a
heal th policy psychologist to try to understand what is the
behavi or that should cone froma hone health agency when
t hese changes occur?

If we were to enpl oy soneone from say the
Congr essi onal Budget O fice, | think we would be msled. In
1997 they expected hone health utilization to continue to
rise despite the reduction in reinbursenent, increasing the
nunber of users from3.5 mllion to nearly 5 mllion users.
Yet today, as staff pointed out, we're half of what we were
expected to be in terns of users. |If we were to exam ne the

psychol ogy of health care generally and see that everyone is
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trying to nove people towards a non-institutional care
setting -- we have the new FreedomlInitiative fromthe Bush
Adm ni stration, for exanple. Yet we see |less and | ess users
of home care services under the Medicare hone health
benefit.

Hone care just doesn't behave as everyone
predi cted. BBA expected that there would be a reduction of
$16.2 billion in five years in Medicare expenditures for
home health services. It turned out to be $70 billion.
When PPS was coming in, CBO continued to project, as well as
the HCFA/CVMs O fice of the Actuary, an increased number of
users of hone health services, an increased nunber of
epi sodes per patient. W see |ess episodes per patient,
shorter length of stays, and fewer patients served overall.

So we need hel p because we don't understand how
our delivery systemis behaving in relation to the
incentives. But when we | ook at the incentives that are
there and the disincentive, we do see one thing that is
within the control of the hone health agencies that has been
exercised of late. Unlike nany other providers of health
servi ces, and particul ar physicians, hone health agencies

are not in a position to sinply turn up the gas and i ncrease
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t he nunber of users. They don't just open up the doors and
say we now have space for you. W now have an ability to
serve. W can't refer to ourselves. The only thing we can
do is say no. And that's just what the home health agencies
are currently doing, saying no, no to adm ssion of patients
to home health services.

MR. HACKBARTH: W need to nove on here.

MR. DOMBY: | was about to say thank you for your

MR. HACKBARTH. | know this seens |ike a short
period of time. Wat | would underline for everybody is
that for each of these issues we've conme back rmultiple
times. There have been multiple public comment peri ods.

But nore inportant than that, | knowin talking to
t he ot her conm ssioners they have been quite diligent in
reading the stack of letters and suggestions and conments
that we get. So | hope people realize that the public input
to this process isn't limted to this 15 m nute coment
period. There is an ongoing dialogue that | think is quite
useful. | knowit's helped ne on a | ot of issue.

We do only have a certain amount of neeting tinme

as conmm ssioners. |It's a very scarce resource and | can't
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afford to allowit to be used up wth excessive |ong
comments. So we'll have two nore coments, one m nute each
and pardon ne if | need to interrupt you at the end.

MR ZIMVERVAN : Wth that admonition, 1'1l be
very brief. M nane is Eric Zinmerman. | represent severa
trade associ ations of anbul atory surgical centers and
nmedi cal professional societies with interests in ASCs.

Many of the points that 1'd Iike to make have
al ready been addressed by sone of the other trade
associations so I'll just really address a couple of quick
ones.

| understand what you're saying about the tine
[imtation. Nonetheless, you do allow public comment and |
have to echo a point made earlier that | think it really
woul d be to the benefit of everybody if the public comrent
could cone at a point before the recomendati ons are voted
on.

MR. HACKBARTH: It has. W've had repeated public
comment periods and repeated opportunities for people to
send letters and what-not, which comm ssioners have
diligently read. And the staff has nmet constantly with

people. So | just reject the prem se. You' re using your
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time beating a dead horse.

MR ZI MVERMAN: 1"l ] nove on.

Hopeful ly, ny coment right now will have sone
effect on the actual |anguage that goes into the report. |
think the recommendati ons don't always speak for thenselves,
and sone of the | anguage that precedes the recomendati ons
hopefully will explain sone of the deliberations that went
on here.

One thing that | would like to see hopefully
reflected in the report is that regards recommendati on one
regarding a CPl update. It was pointed out that ASCs have
not received much of an inflation update over the last 10
years, since BBA of '97, it's averaged only about 1 percent.

The recommendati on voted on today was based on
proxies, |argely based on proxies, of the nunber of ASCs
opening up. W've tried to point out to the conm ssion that
there are a | ot of other explanations for why ASCs are
entering the marketplace. | haven't heard those addressed
by staff, regrettably, during the presentations and | would
hope that they would be listed in the report.

MR. HACKBARTH: They will be. Thank you.

MR, ZI MVERVAN:  Thank you.
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M5. MLMAN:. Hi, ny name is Diane MIman and |

represent the National Coalition for Quality D agnostic
| magi ng Servi ces which consists of about 250 i naging centers
t hroughout the county.

We commend the conmi ssion for its attention to the
utilization issue in diagnostic imgi ng and we | ook forward
to working with staff to study the causes of that further.
We woul d just hope that the conm ssioners would keep in mnd
that growth and utilization does not necessarily nmean m suse
or fraud or any other negative inplication and that we
believe that this is worthy of study. Thank you.

MR. HACKBARTH. We are adjourned until two
o'clock. W do need to use this roomfor the comm ssioner
lunch. So if you choose to | eave anything in here, you wll
not have access to it until two o' cl ock.

[ Wher eupon, at 1:13 p.m, the neeting was

adjourned to reconvene at 2:00 p.m, this sanme day.]
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AFTERNOON SESSI ON [2:13 p.m]

MR. HACKBARTH:. Next up on our agenda is a series
of presentations and di scussions and ultimtely votes about
hospital paynments. W have one piece of carryover business
fromthe norning. W need to take a final vote on anended
| anguage on one of the skilled nursing facility
recommendations. | was going to do that right now but we're
m ssi ng Carol Raphael, so I'mgoing to hold off doing that
vote until after the hospital -- oh, there she is.

So what we need to do is take our final vote on a
revi sed recomrendation on the skilled nursing. Mark, would
you read the draft |anguage, please?

DR. MLLER If necessary action does not occur
within a tinmely manner, the Congress should provide for a
mar ket basket | ess productivity update for hospital-based
skilled nursing facilities to be effective Cctober 1, '03.

MR. HACKBARTH. Al in favor of the revised
recomrendati on?

Opposed?

Abst ai n?

Okay, thank you.

So Jack is going to introduce the hospital paynent
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i ssues. Jack?

MR. ASHBY: |'mgoing to begin by changing the
order of the presentations that we're going to do in the
hospital sector this afternoon over what appeared on the
agenda. We're going to begin with a brief discussion of
margi n concepts and then Timw |l follow imediately with
the actual margins data. That will segue into our
di scussi on of paynment adequacy for the hospital as the
whol e, which in turn supports all five of the policy
deci sions that appear here as itens three through eight in
our di scussi on.

Thi s approach with the paynent adequacy proceeding
both the distributional issues and the update is how we laid
out our chapter, by the way.

Just a very brief noment on the concept of nargin.
We define margin as the share of an organi zation's revenue
that it gets to keep and the formula is, very sinply,
revenue m nus costs divided by revenue.

For hospital analyses we do i ndeed use several
di fferent margi ns but each has its own purpose. |In short,
different questions call for different margins. So while

the pattern may not al ways be evident, we use the various
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margins in a consistent way, or at least we try to do so.

So this afternoon I'mgoing to first identify the margins at
issue of this slide and then go through and try to explain
how each of themis used.

Al'l of the margin neasures you see here use the
same formula. They differ only in the services and the
payers that they cover. The total margin includes al
services and all payers, and that even includes non-payi ng
patients and al so covers non-patient revenue where there is
essentially no service involved. Investnent incone and
donations are exanples of revenues where there's essentially
no associ ated service.

Then the overall Medicare margin is intended to
cover all of fee-for-service Medicare, but in fact it does
omt a handful of small services |ike hospice and anbul ance.
Then we have the five conponent nmargins that cone together
to formthe overall Medicare margin. W have the Medicare
i npatient that covers inpatient services within the PPS; the
Medi care outpatient; the PPS-exenpt. That enconpasses
i npatient, psychiatric and rehab units. And then finally,
the margins for hospital -based SNF and hone health.

Moving to the uses, our policy basically on the
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total margin is that there is no direct role for the total
margin in Medicare paynent policy decisions. But the total
mar gi n does provide us with useful context information so we
do track the trend in total margin for the industry.

We have three different data sources for our total
margin. Unfortunately, the three sources do sonetines
produce different values, but that's not because they're
measuri ng anything different but because of differences in
the sanples and al so differences in the years. Wat we
define as 2000 differs fromsource to source.

The primary source that we use is the Medicare
cost report of course, and we have data through fiscal year
2000. Then we al so have a value fromthe Anerican Hospita
Associ ati on annual survey, and that's nore recent. It's a
2001 value. Then finally we have our National Hospital
| ndi cator Survey. CMS and MedPAC sponsor this survey
together and it's conducted by the AHA. In theory, this
shoul d be the nost useful of the three cal cul ati ons because
it's the nost recent. W actually have data for three
gquarters of 2002. But we also have to note that it has the
smal | est sanple so it presumably has the | argest margin of

error around val ues.
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Generally we use the overall Medicare margin to
track how Medicare's paynent relate to the all owabl e costs
of treating Medicare beneficiaries. Then nore specifically,
we use it to assess Medicare paynent adequacy for the
hospital as a whole. As we've tal ked about before, this is
necessary because of bias in the allocation of cost anong
conponent s.

| want to enphasize that we wouldn't use this
approach. We would probably want to assess paynent adequacy
for each conponent with its owm margin if we thought that
each conponent margin would give us an accurate reflection
of how paynents and costs relate in the absolute. But in
fact we can't do that because all evidence points to the
fact that the inpatient margin is biased upward and all four
of the other margins are biased downward.

Sonme observers have expressed concern that we're
nore likely to note the downward bias in the outpatient
margin. That may be just human nature when we see those big
negatives, but in fact it is equally inportant that we note
that there is bias in both directions anong the conponents.

G ven that allocation bias, that |eads to an

i nportant question, why use the conponent margins at all?
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We think there are three situations where the inpatient or
the outpatient margin offers nore useful information than we
woul d get fromthe overall Medicare margin al one.

First, the conponent margins allow us to track
changes in the mx of paynents. |If the inpatient margin
were going up and the outpatient down, or vice versa, the
changes m ght very well offset each other and be masked by
the change in the overall margin. That's not just a
t heoretical possibility. That in fact is what happened in
our latest round of data as Timw |l be show ng you shortly.
It's only by | ooking at the change in the conponent nargins
that we even becone aware of this very inportant shift in
revenues.

Second, the inpatient or outpatient margin allows
us a nore focused conparison of hospital groups when we're
considering a distributional policy change. The key word
here is distributional. W use the overall Medicare margin
for questions of paynent adequacy. That's when we're
| ooki ng at the anobunt of noney in the systemoverall. W
use the conponent nargi ns when we're | ooking at
di stributional issues where a conparison anong groups or

i ndi vi dual hospitals is the inportant issue.
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Seeing the benefit of that is easiest when you
t hi nk about what woul d be involved in an outpatient policy
change. The change in the overall Medicare margin m ght
appear mnuscule when in fact the policy change is having a
maj or effect in the outpatient sector.

Then the third reason, which is probably the |east
important of the three, is that the inpatient margin
docunents the trend prior to 1996 when, unfortunately, the
overall Medicare margin was not available to us. |If we had
historical information on the overall, that's clearly what
we woul d show in the context of paynent adequacy.

Actually before | turn to that next slide | wanted
to make a sidebar note here that on the inpatient margin we
do have a special calculation that you' ve seen several tines
of the inpatient margin excluding di sproportionate share
paynents and the portion of the | ME above the cost of
teaching. Just as the costs and paynments of other sectors
confound our conparison of groups when we're | ooking at the
i npatient margin, the DSH and above-cost | ME paynents al so
confound the conpari son when we're | ooking at an issue that
has to do with the inpatient base rates.

The best exanple of that is our proposal to
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elimnate the differential in the base rates. It was only
when we took the DSH and the above-cost | ME paynents and put
themout to the side that we could even see that there is in
fact a substantial difference in the inpatient margin

bet ween | arge urban, other urban, and rural hospitals.

Wt hout that separation, it was so confounded by | ME and DSH
that just basically the informati on was usel ess.

We al so have used this margin, excluding DSH and
above-cost I ME, we've also used it in our transfer policy
analysis that is com ng up where again the scenario here is
that the DSH and the I ME are essentially just not rel evant
to the analysis, so we put them aside so that we can focus
on a neasurenent that will not be confounded by these other
revenues.

Then our last slide here deals with one | ast
issue, and that is projecting margins. Qur nodel for
assessi ng paynent adequacy, as you've heard this norning in
the other sectors, calls for an estimte of current paynents
and costs. So we project the overall nmargin to 2003 for
this purpose. W did not project the individual conmponent
margins. First of all, it's not needed for our assessnent

of paynment adequacy. But secondly, it would not be accurate
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gi ven our projection approach. W end up projecting costs
for the hospital as a whole and not by service |ine.

So that the concepts. |If there's any questions on
that we m ght wonder to address questions, and otherw se
we' |l nmove on to the actual data.

MR. GREENE: Good afternoon. Today | wll be
revi ewi ng MedPAC s anal ysis of hospital financial
performance in general and for services provided to Medicare
beneficiaries. | wll then review our work on the adequacy
of Medicare paynent for all services provided by hospitals
pai d under the inpatient PPS. After my presentation you'l
hear di scussions of the IME, the expanded transfer policy
and MedPAC s rural recommendations. 1'll then return and
present draft recommendations for the paynent update for
i npatient services. Chantal will cone after me and di scuss
paynent update recomendati ons for outpatient.

The general financial health of hospitals is not
an indicator of the adequacy of Medicare paynments for
services provided to beneficiaries. However, it is an
i nportant piece of background information in considering the
context of the Comm ssion's update recomendation. 1In

analyzing it we consider the inpact of policies of al
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private and public payers.

Total margin reached a high of 6.1 percent in
fiscal 1996 and averaged 4.6 percent for the full decade
from 1990 t hrough 2000. In fiscal 2000 it feel to 3.4
percent , a |low for the decade.

MedPAC exam ned data fromthe Anerican Hospita
Associ ati on on devel opnents since 2000. The decline in the
total margin appears to have halted in fiscal 2000. W
exam ned data fromthe AHA annual survey, which collects
information from approximately 5,100 community hospitals.
The annual survey indicates that the total margin fell in
2001 from4.6 percent to 4.2 percent.

We then | ooked at the National Hospital Indicator
Survey. The NHIS is a quarterly survey of approximtely 700
hospital s conducted by AHA with support from CM5 and MedPAC.
NH S data are the nost current information on hospital
financial performance. W used the NH S data for the first
three quarters of fiscal year 2002 to identify the direction
of change in the total margin. W seasonally adjusted the
data and estimate the total margin for fiscal 2002. Qur
estimate is that the total margin will equal 4.5 percent for

full fiscal year 2002 which is equal to the value for 2001.
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Let nme note that these analyses so far are based
entirely on actual data. The real data as collected and
i mput ati ons by the survey questions.

DR NEWHOUSE: Tim can | ask you a question? Do
you know if the cost data that you're using in the margin

accounts for changes in reserves fromyear to year?

MR, GREENE: [|'mnot sure.

DR RONE: This is P&, right?

DR NEWHOUSE: No, it's revenue but it's costs.
MR. ASHBY: It has to be a current year expense.
M5. ROSENBLATT: Change hits the P&L.

MR. MIULLER If there's an operating |oss that
woul d show as a P& negative, but it depends on how that is
funded and so forth.

M5. ROSENBLATT: You're asking about changes in
accruals, right? Changes in accruals would hit the cost --

DR. ROAE: No, | thought he was tal king about
reserves. This isn't an insurance conpany. This is a
hospi t al

[ Laught er. ]

M5. ROSENBLATT: That's why | changed the word to

accrual .
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DR. NEWHOUSE: No, she's got what |'mtalking

about .

MR. CGREENE: W next |ooked at information from
the fiscal year 2000 Medicare cost reports to exam ne
Medi care financial performance. W analyzed margins for the
maj or conponents of short-term hospitals. Hospita
i npatient margi ns declined and outpatient margi ns increased
fromfiscal year 1999 to fiscal year 2000. This was
acconpani ed by increases in the PPS-exenpt and home heal th
mar gi ns and decreases in the skilled nursing facility
mar gi ns. There was a nodest decline in the overall Medicare
mar gi n.

These neasures are based on the nost recently
avai l abl e cost reports with inputation of data for non-
reporting hospitals. They're for hospital-based services
only and differ fromthe results for freestanding skilled
nursing facilities and hone health agencies which you heard
earlier.

| nfformation on the Medicare inpatient margin is
avai l able from 1984 on. As Jack was describing, the overal
margin is not avail abl e because of data Iimtations before

fiscal year 1996. Because inpatient paynents account for
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approximately three-quarters of total Medicare paynents to
PPS hospitals, the inpatient and overall margins foll owed
very simlar trends. The inpatient nmargin increased
steadily from 1991 to 1996. Both inpatient and overal
margi ns then increased further in 1997 then began a decline
to 2000. Inpatient margin reach a high of 10.4 percent in
1997 and the overall margin high of 16.5 percent.

The overall Medicare margin was 5.1 percent in
1999 and 5.0 percent in 2000. The fell in rural and other
urban areas. Overall margins for major teaching hospitals
i mproved whil e those of other teaching and non-teachi ng
hospitals declined. 1'Il note that the nunbers differ
slightly fromthe information in your briefing material. As
we said, this updated information reflects inputations of
data that were not available at the tine we prepared the
mai ling material.

We estimate that the overall Medicare margin will
be 3.1 percent in 2003. Rural margins inprove in 2003 while
ot her hospitals see declines. These results reflect policy
changes taking effect in 2003 and schedul ed for 2004, the
year for which we're considering an update decision. Major

changes include the reduction in the | ME adjustnent and the
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end of transitional corridor paynents under the outpatient
PPS.

These results differ fromthe ones you saw in
Decenber. The results last nonth used fiscal year 1999 data
to nodel fiscal year 2000 results. W're now using the new
2000 cost reports, the nost recent available, to nodel 20083.
And as indicated, now we're inmputing data from m ssing
hospitals. W've also taken account of changes we had not
reflected in our Decenber analysis. That study incorporated
i nformati on on updates in |aw and nost policy changes from
2001 through 2004. These changes had not been reflected in
t he 2000 cost report data and for that reason we need to
take theminto account for the purpose of projecting the
2003 results.

W now nodel other policies that we didn't
consider in Decenber. These include the end of transition
paynents in the outpatient PPS, as | indicated, the phase-in
of the SNF and hone health prospective paynent systens, and
t he inmpact of closures of hospital-based SNFs on Medi care
paynents and costs. Sone of these changes increase overal
mar gi ns and ot hers decrease them

Now | "mturning to several elenents of our paynment
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adequacy framework which I'll go through quickly.

Hospital cost growh is accelerated with both
Medi care cost per case and cost per adjusted adm ssion
starting to growrapidly in 1999. AHA data indicate the
cost per adjusted adm ssion increased 16 percent over the
decade of the '90s, fell about 4 percent in the mddle of
t he decade, 1996 to 1998, and then increased steadily
t hrough 2000. New AHA data indicates that cost grew 4.7
percent in 2002 alone. NH S data suggests that the cost
i ncrease continued in fiscal 2002. Medicare cost per case
grow h was nodest in the md-'80s, but once again,
accelerated at the end to 3 percent per year in '99 and 2.9
percent in 2000, the nost recent year for which we have cost
report data.

| ncreasi ng cost per adjusted adm ssion and
Medi care cost per case were noderated in the '90s by |ength
of stay decline. W discussed this a bit last tine. W now
see the length of stay decline we were observing through
much of the '90s appears to have noderated. Both overal
and Medicare length of stay continued to decline but at a
slower and less reliable rate. For exanple, stay for al

patients declined 1.8 percent in 2000, 1.3 present the next



10

11

12

13

14

15

16

17

18

19

20

21

22

169

year, and may be stabilizing in fiscal 2002. The Medicare
| ength of stay decline continued but may al so have flattened
out in fiscal 2002.

Wages are the | argest conponent of the hospital
mar ket basket. As a result, wage growth has contri buted
significantly to higher overall cost growh. This has been
acconpani ed by shortages of occupations such as nurses,
phar maci sts, therapists, and other health care occupati ons.
Hospital industry wages rose nore rapidly than wages in the
general econony in 2001 and 2002, in very strong contrast to
a trend that had prevail ed through nost of the 1990s. The
enpl oynment cost index, or ECI, for wages and sal ari es of
hospital workers is our best neasure of hospital wages and
it's now used in the CV5 marketbasket. This measure
i ncreased 5.4 percent in 2001 and 4.4 percent in 2002.
However, it's predicted to increase but increase at a
steadily declining rate of 4 percent in 2004.

An additional factor affecting hospital cost is
reflected in the market for hospital services. Increased
revenue pressure fromprivate payers through the 1990s
hel ped produce | ow hospital cost growh. Mre recently,

rel axed pressure has permtted hospitals to increase prices
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and costs. W believe this partially explains current cost
devel opnent s.

In 1998 and 1999, both private payer and Medi care
paynent to cost ratios fell, encouraging hospitals to
control costs in those years. This turned around in 2000
when private paynents increased relative to cost. The
decline in Medicare paynent to cost ratio slowed in 2002 as
well. This increase in the private sector paynent to cost
ratio reflects nore aggressive negotiations by providers as
well as shifts by payers and consuners to | ess intrusive
forms of managed care. These changes have weakened the
bar gai ni ng position of insurers in dealings with providers
in general and hospitals in particular, which is conducive
to nore rapid cost grow h.

"1l go briefly over sonme of the other factors we
consider in our paynent adequacy analysis. W discussed
this last tinme. I'mrefreshing you on it, but it's a
secondary consi derati on.

First, hospital volune has been increasing at a
steady pace after slow growmh in the 1990s. Adm ssions
increased a little over 2 percent in 2001 and Medi care

di scharges about 3 percent. Qur study of entry and exit of
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the industry shows that hospital closures have been
continuing at a steady pace at pretty nmuch the rate we
observed in the 1990s which is continuous and minor. |It's
not having a great deal of effect. |It's affecting mainly
| ow occupancy hospitals and small facilities.

We al so considered access to capital as an
i ndi cat or of adequacy of Medicare paynent. W presented
sonme results last tine and we heard sone concerns. W' ve
re-exam ned the findings we discussed |ast tinme and we've
concl uded based on nore recent information that our
concl usions were correct. W indicated then that based on
devel opnents in the bond markets and our observations of the
stock market that the financial condition of the industry
was judged to be healthy by Wall Street and that the
hospital industry had adequate access to capital.

DR RONE: That's for profit?

MR. CGREENE: On the stock market, of course, for-
profit, but we're making a statenent nore broadly applying
to the bond narket and the capital access of non-profit
facilities as well.

According to a new report by the credit rating

agency Fitch, in 2002 there were fewer downgrades of



10

11

12

13

14

15

16

17

18

19

20

21

22

172

hospital bond for every upgrade than in 2001. W exam ned
information from Standard & Poor's |ast nonth and presented
it. The Fitch report suggests that devel opments are not as
positive as they were indicated to be by Standard & Poor's
but the sanme general pattern prevails. 2000 is |ooking |like
a better year for non-profit hospitals seeking financing
than 2001. More downgrades than upgrades, but nowhere near
as bad as one woul d fear.

MR. HACKBARTH: Tim on that issue, | recal
reading in the text that if you just take a raw count of
upgr ades versus downgrades there would be nore downgrades
t han upgrades, but if you look at the dollar volunme there
are nore upgrades than downgrades. Did | understand that
correctly?

MR. GREENE: | believe so.

DR. RONE: The real issue is what proportion of
the institutions are investnent-grade and can access -- |
mean, you could be a AAA-rated hospital and get a downgrade
to AA and that's not nearly as inportant as a hospital that
| oses its investnent-grade rating and doesn't have access.

MR. HACKBARTH. | think that's an inportant point.

| recall also seeing sone nunbers on what proportion are
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i nvestment grade, although |I can't renenber the nunber off
the top of ny head. Do you have that in front of your, Tin®

M5. WLLIAMS: About 90 percent.

MR. HACKBARTH:. About 90 percent are investnent-
grade. Maybe you can nail down that nunber for us. Wy
don't you go ahead, Tinf

MR. GREENE: Qur second new piece of information
is areport fromMerrill Lynch. Merrill Lynch provides an
overvi ew of the hospital market, and in particular, the for-
profit health care sector. Merrill Lynch sees the prospects
for the for-profit sector as very good, and very bright in a
variety of dinensions. It anticipates nodest Mdicare
paynent increase, but nost strikingly, sees no slowing in
private paynent growmh in the foreseeable future. They
antici pate changes eventual |y but enphasize that in the
foreseeable future we'll see continuing increased private
paynents, which is what we've seen in the last two years in
the results we were reporting a nonent ago.

I n general, based on this information, and nost
importantly, on the overall margin information we discussed
earlier we conclude that Medicare paynents to hospitals are

at | east adequate.
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Thank you. 1'Il be turning it over to Craig and
com ng back with an update recommendation | ater

MR. HACKBARTH. \While that's happening | et me just
try to set the stage for the process. There are a nunber of
di fferent recommendati ons under the general headi ng of
hospitals, and as we've di scussed at previous neetings, in
a lot of ways they've related. W've talked to themas a
package as opposed to just discrete units. So what we're
going to do is have each of the presenters go through and
descri be the recomendations relevant for their piece, but
we will not vote on reconmendations until all of the
hospital issues have been presented. Then we will have a
series of votes both on each of the recommendations just one
after anot her.

Again, one of the things that I want to underline
here is that, certainly | individually conceive of these as
a package. Although | think it's inmportant for individual
comm ssioners to have the opportunity to vote on each
i ndi vi dual recommendation, | want everything on the table
before we proceed to voti ng.

Crai g?

MR, LI SK: Good aft er noon. This afternoon |'m
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going to first discuss the | ME adjustnment and then Julian
wi |l acconpany ne and we'll discuss the expanded transfer
policy.

I n 2003, Medicare | ME paynents, indirect nedical
education payments will total about $5.1 billion according
to the Congressional Budget Ofice, approximately 5 percent
of Medicare inpatient paynents. These paynments go to about
a quarter of Medicare PPS hospitals that train. Those are
hospitals that train trade residents.

The I ME adjustnent is a percentage add-on to
Medi care inpatient PPS rates. Wen the prospective paynent
system was established in 1983, the enpirically derived
estimate of | ME was doubl ed. This doubling was achieved by
reduci ng the base rates for all hospitals. The adjustnent
was doubl ed because prelimnary anal ysis showed t hat
teachi ng hospitals woul d perform poorly under the
prospective paynent system and doubling was a sinple but
arbitrary and quick way of dealing with this problemin
terms of the anal ysis showi ng that teaching hospitals would
not performwell. There was a |ot of pressure at that point
in time on Congress to pass the legislation inplenenting the

PPS and this was the quick of dealing with that issue.
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Sonme of the reasons for the poor performance
t hough in that analysis is that teaching hospitals
characteristically were poor reporters of case nmx in terms
of the early data. This is one reason. There was al so sone
technical issues with how the enpirical |evel was derived
that may have al so contributed to their poor financial
performance in terns of the prelimnary analysis.

However, once the prospective paynment system was
underway and i npl enented, teaching hospitals did not perform
wor se than other hospitals and perforned -- actually had
extraordinarily high margins in the early years of the
prospective paynment system

Now t he adj ustnent has been | owered over tine and
sone key aspects of when it was lowered is it was first
| onered with the inplenentation of the disproportionate
share adjustnent to help partially fund di sproportionate
share paynents, and then again in the Bal anced Budget Act.
That proposal -- the Bal anced Budget Act |owered the
adjustment from7.7 percent in 1997 to 5.5 percent in 2001.

Also it's inportant to note that the BBA provided
| ME paynents for Medicare+Choice patients directly to the

hospitals. So hospitals received directly those paynents
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wher eas before they would have had to negotiate themwth
Medi car e+Choi ce provi ders.

The BBRA and BI PA t hough stopped the phase-down
from?7.7 percent to 6.5 percent and held the adjustnent
t hrough fiscal year 2002 at 6.5 percent. |In the current
year we have just |lowered the adjustnent to 5.5 percent.

The | ME adjustnment is based on a formula which
approxi mately rai ses Medicare paynents for each case by
about 5.5 percent for every 10 percent increnment in the
ratio of hospital's residents to beds. So a 400-bed
hospital, for exanple, with 200 residents woul d get about a
25 percent increase in paynents for each case above non-
teaching hospitals, and a sim|lar 400-bed hospital with 10
residents would get about a 5 percent increase in paynents.

Now we have taken an analysis to neasure what the
enpirical level of the indirect nedical education adjustnent
woul d be. This is the nmeasure of teaching hospitals’
patient care costs relative to other hospitals and how nmuch
hi gher they mght be. Qur current estimate is the enpirical
| evel and we discussed it at the |ast neeting which, based
on 1999 data, is 2.7 percent for every 10 percent increnent

in the resident-to-bed ratio. So the current paynent is
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nore than double what our current estimate of the enpirical
| evel is.

This estimate of the enpirical level, in ternms of
anal yses, has decreased over tinme and we di scussed sone of
t he reasons for the enpirical |evel going down in the
chapter.

It's also inportant to note though, and sone
peopl e have raised this, is that any significant change in
paynment policies could affect the enpirical |evel of the
adjustnment. But | want to enphasize that the inpacts of a
| ot of those policies would be relatively small. They would
not be of a huge magnitude to nmake a difference of saying
that the current empirical |evel would change to being 55.
percent, for instance, to the current |level. Most of those
changes woul d be relatively snall

Under the enpirical level, if we consider that,
| ME paynents in 2002 if we paid at the enpirical |evel would
be about $2.5 billion instead of the current $5.1 billion we
estimate. So this nmeans that | ME paynents above the
enpirical level total about $2.6 billion in 2003.

This next chart then shows for different |evels of

teaching intensity based on the resident-to-bed ratio, what
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the I ME adjustnment currently is and what it is at the
enpirical level. To give you an idea of what this m ght
nmean on a per-case paynent, if we have a case, typical -- on
average, a standardi zed anpbunt base paynent rate is about

$5, 000 for a typical hospital and a typical case mx for a
case of 1.5, let's say, so $7,500 for a non-teaching
hospital. A hospital with 400 beds and 200 residents with a
resident-to-bed ratio of 0.5 would receive $1,853 nore for

t hat case than a conparabl e non-teaching hospital. $983 of
that amount is over and above what we woul d say the
enpirical |evel would be.

I f you talk about a smaller teaching hospital in
terms of a hospital with fewer beds, those nunbers are nuch
smaller. So a hospital wth 40 residents and 400 beds woul d
recei ve $400 nore, approxi mately, than in non-teaching
hospi tal because of the |IME adjustnent.

Thi s next graph then shows under the current
paynment systemthe frequency distribution of teaching
hospitals by their percentage increase in paynments per case
under the current I ME adjustnent. Al nost half of teaching
hospitals receive less than a 5 percent add-on to their per-

case paynent rates. That's the conbination of the first two
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bars on the chart. About 10 percent of teaching hospitals
receive nore than a 25 percent adjustnment add-on to their
base rate. That's the hospitals with an | RB of greater than
0.5. For the extrene end, when we tal k about at the very
hi gh end, 2 percent of hospitals receive an | ME adj ust nent
of over 35 percent. These hospitals have nore than 75
residents per 100 beds.

| "' m now going to show you two sets of margins, the
Medi care inpatient margin and the overall margin to show the
relative financial performance under Medicare for teaching
hospitals. Again, as Jack had nentioned, there are the cost
al l ocation i ssues when we present the inpatient margins; the
i npatient margins are sonmewhat overstated relatively for al
hospi tal s.

Maj or teaching hospitals are, in this graph, are
hospitals with a resident-to-bed ratio of 0.25 or higher and
t hey account for about one-quarter of teaching hospitals.
Teachi ng hospitals do better with and wi thout the I ME
paynents above cost as we can see in this overhead. The
first columm shows what the margin would be if the I ME
adj ustment was set in 2002 at 5.5 percent, we see that major

teachi ng hospitals have an inpatient margin that woul d be
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five times what that is for non-teaching hospitals. If we
were paying at the enpirical |level the margin, of course,
woul d drop for nmjor teaching hospitals down to 13.8
percent, still substantially above the |evel for non-
teaching hospitals.

As | said, this table provides the overal
Medi care margin in providing the sane context of the data
for the overall Medicare nmargin, and again we see major
teaching hospitals continue to have substantially higher
mar gi ns that non-teaching hospitals, both with the current
paynent |evel and then if paynents above the cost
rel ati onship were renoved and we paid at the enpirical |eve
based on 2000 dat a.

So I want to next go to what the draft
recommendation is. |1'mgoing to present a little bit nore
information after presenting the draft recomendati on here.
The recommendati on reads that the Congress should reduce the
i ndi rect medi cal education adjustnment from5.5 percent to 5
percent in fiscal year 2004 and gradual ly reduce the
adj ustment by 0.5 percentage points per year to the
enpirical relationship between teaching intensity and

hospi tal costs per case.
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In terns of the categories that we have for what
t he spending i npact would be, it would decrease spendi ng by
$200 million to $600 mllion in the first year and it would
be in the category of $5 billion to $10 billion over five
years from 2004 to 2008.

So what woul d be the inpact of reducing the I ME
adjustnment fromb5.5 percent to 5 percent on hospitals
paynents? Overall for major teaching hospitals, reducing
the adjustnent from5.5 to 5 would reduce their paynents by
about 1.3 percent, inpatient paynents by 1.3 percent and
ot her teaching hospitals by 0.3 percent. You also see the
i mpact on rural hospitals is very small, less than 0.05
per cent .

Now sonme of the issues that have cone up though
with regard to issues of reducing the | ME adjustnent are
that teaching hospitals have experienced a recent reduction
in paynents starting in fiscal year 2003. But keep in mnd
that we still show, even after accounting for those
reductions we still show that teaching hospitals have
substantially higher margins than other hospitals.

DR. ROWE: In 2003?

MR. LISK: Based on the 2000 data adjusted to
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total financial condition of teaching hospitals and at the

| ast neeting we did show you that the total nmargins for

maj or teaching hospitals were | ower than for other

hospitals. But as Jack had nentioned before, is that

Medi care paymnent policies should not be driven by what

happening in terns of the total hospital margins.

So the i ssue i s whether

what ot her payers do here, and generally it's been the

policy of Medicare that Medi care pays for

But we do have other m ssions is the other

up, and we have teaching hospitals that have research

unconpensat ed care and standby capacity are ot her

is

Medi care shoul d consi der

Medi care servi ces.

i ssue that cones

m ssi ons

t hat teaching hospitals have and that these revenues m ght

be used for sone of these other m ssions.

But to note that on research is we have N H

funding that is targeted towards that. On teaching,

Medi care paynents do pay for the higher cost of teaching

hospitals and refl ecting that

in our paynments for Medicare's

share of those costs. On unconpensated care, |I'll cone to

sone information after that.

And on standby capacity,

i f
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t hey have higher costs, we would be reflecting that in the
| ME adj ustnent -- that would be one of the factors that
woul d be reflected in the I ME adjustnent, but also to
reflect that certain standby costs are in certain DRGs and
t hose DRG wei ghts would reflect those higher costs.

So noving on to the unconpensated care. |ME
paynents do not target unconpensated care burdens well. As
we can see in this chart, we show unconpensated care costs
as a percent of total hospital costs. This is AHA data for
fiscal year 2000. W see that public major teaching
hospital s have a substantial unconpensated care burden in
terms of accounting for 20 percent of their cost. But
private maj or teaching hospitals, which account for three-
quarters of the major teaching hospitals, that share is just
alittle over 5 percent; a substantial difference. In fact
that is below -- is about at what the national average is
across all hospitals.

It's also inportant to point here too that
teaching hospitals, in ternms that we have anot her programin
terms of Medicare is Medicare DSH paynments and that teaching
hospitals receive two-thirds of Medicare DSH paynents of

approximately $3 billion. Myjor teaching hospitals receive
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$3 billion out of that $5 billion in Medicare DSH paynents.

This next chart is also AHA data and this shows
the distribution of major teaching hospitals in terns of the
nunber of hospitals and their unconpensated care burden. W
can see that the major teaching hospitals with | ess 2
percent of their costs for unconpensated care is the sane
nunber of hospitals that have an unconpensated care burden
of 20 percent or nore. And a substantial nunber that have
very low -- that have the 2 to 5 percent range; it's also
bel ow aver age.

MR. HACKBARTH. Craig, is this one a conbination
of both the public and private --

MR. LISK: This is a conbination of both the
public and private, so we woul d expect that the public is
nore to the right side of this distribution here, but there
is adistribution and it's a fairly w de distribution.

So the inplicationis that -- and is this true for
all these different types of other m ssions that teaching
hospitals may have, that hospitals' roles vary. Certain
hospitals provide a | ot of unconpensated care and ot hers
don't. The sane with the research and teachi ng and st andby

capacity m ssions, those roles vary across the hospitals.
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So with that 1'd be happy to address any questions
you may have and after that we can nove on to the next
presentati on.

MR. MIULLER: The question of the Medicare program
bearing costs that are appropriate to Medicare and how it
affects the margins is one |'ve raised before and | want to
rai se again. Both the I ME and DSH program have been public
policy for quite a while now, 15 years or nore, reflecting
the fact that Congress nmade a decision to allow Medicare to
pay sonme costs that are not costs to the Medicare program
per se.

For exanple, it's easiest to point out in DSH but
al so point out in IME as well. In DSH essentially we put
the total DSH paynents into the hospital nargins, yet we
only put in roughly half the costs attributed to that
because sone of themare for Medicaid beneficiaries --
that's what DSH is for -- and we, of course, don't put the
Medi cai d beneficiary cost into the Medicare costs margins.

The sane thing with Mg, I ME was intended to not
just reflect the role that Medicare should pay of teaching
but the fact that the teaching prograns had a broad effect

on society and therefore Medicare would pay for these even
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when sone ot her payers weren't covering it. So in both
cases, DSH and I ME, we overstate the margins by putting in
the full revenue but not putting in the full costs, because
the costs are outside the Medicare cost report.

If | use one of your tables that shows on DSH
basically -- if you take your |ME above cost out, the major
t eachi ng margi ns go down by about nine points. | think
sonet hi ng roughly woul d happen, the sane thing woul d happen
if you took DSH out -- if you took some DSH out as well, if
you fol l ow nmy argunent

So insofar as we keep putting this red flag up
there of these inpatient margins, especially in the ngjor
teaching hospitals, an awful lot of that would go away if
you took what you call | ME above cost, or | can say | M for
ot her purposes besides Medicare, or the DSH paynents that
are covered in the Medicaid program So a lot of that -- we
reflect the margin, understandably so, because they are
paynents inside the Medicare program but they're for costs
that are not shown on the Medicare cost reports. Therefore
we overstate the Medicare margin considerably inside this
report and therefore we al ways cause ourselves to say,

there's these enornous nmargins for nmajor teaching hospitals.
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But if you take the DSH, let's say half the DSH

paynments out, and take the |IME paynents above cost out, then
the margi ns of major teaching hospitals go bel ow the margins
just inside Medicare inpatient by thenselves. So I think we
keep -- and |I've raised this wth Craig and Jack and ot hers,
that we keep overstating the inpatient margi n consi derably
based on how we do our accounting. And nost of that margin
goes away.

l1'd like to see what your nunbers on it are but
just looking at the I ME above cost, nine of those 20 points
go away, and ny guess anot her nine of the 20 would go away
with DSH. So you may have inpatient nmajor teaching nmargins
in the 3, 4 percent range on inpatient without that. So |
t hi nk we should renmenber that the way we do our cost
accounting dramatically overstates the margins on the
i npatient programjust the way the accounting is done.

| think secondly, the philosophical argunent that
Medi care should only pay for Medicare costs has been, in
sonme sense, rebutted by what | just said. DSH is one, |IME
is another where in fact there have been public policies
enacted by the Congress that essentially say they're going

to pay, Medicare is going to pay for sonme costs that are
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out si de the Medi care program

| agree with the magjority of the Conm ssion as
expressed over these nonths that the Medicare program can't
be stretched in too nmany purposes like that, and we had a
di scussi on about that around freestanding SNFs this norning.
But here is one that's been going on for 20 years or nore.
Sonme people could argue it goes back to 1966 in Medicare on
the precursor to | ME

But | think we have had a public policy statenent
there that is contrary to the statenent that you nade, and |
just would |ike to have that reflected, that Congress has
reflected over the years that there are sone costs the
Medi care programw || bear that go beyond the cost of
Medi care beneficiaries. So by just saying as our paradi gm
that we'll only pay the costs that are in the Mdicare cost
report | do think we do msstate the public policy, and it's
been there for a long tine.

"1l get later into, I think why it's not
appropriate to make these reductions at this tine. You nade
sonme of the points in terns of the broader m ssions that the
hospital is being asked to play, and the margins are going

down. This is probably one place in which | ooking at total
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margins i s somewhat relevant, and the total margins of
teaching hospitals are well bel ow the margi ns of other
hospitals. G ven the inportance of the Medicare programto
hospitals, looking at total margins as a way of helping to
i nfl uence our understandi ng of the Medicare margin | think
woul d be appropriate in this context.

But | do want to state, and |I've tried to say this
before that | think we consistently overstate these margins
by the way in which we represent this data, by show ng the
full revenue but not showing the full cost. That therefore
provides a red flag that causes people to want to say,
mar gi ns are 20 percent -- high -- when in fact | think that
consi stently overstates those margins.

DR. REI SCHAUER  Ral ph, | can understand your
logic with respect to DSH for which there is an explicit
pur pose, which is to provide resources for unconpensated
care for the underpaynment of Medicaid services or the extra
cost that m ght be associated with treating | ow i ncone or
destitute populations. But | have a hard time understandi ng
how the |l ogic works with respect to excess paynment for |ME
Because there is no explicit purpose to which that noney was

directed. It was just like, we're very nervous that we
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aren't going to pick the right nunber here so we're going to
double it and then we work our way down.

MR. MIULLER: No, one of the purposes of the
original I ME doubling, as Craig refers to it, if |I can use
that shorthand, was in fact to reflect this nervousness that
the enpirical calculation wuld not adequately capture the
true cost of teaching hospitals. That's one of the reasons.
That was not the sole reason

Anot her reason was to | ook to have Medicare pay
sone of the cost of not being paid by the payers inside the
program and to have that support inside the Medicare
program So we exclusively focus on one of those, but |
t hink we shoul d al so acknowl edge that there were other
reasons for that.

M5. BURKE: At the risk of --

DR. REI SCHAUER: Reveal ing how old you are?

[ Laught er. ]

M5. BURKE: Yes, revealing howold | am Having
sat at the table when this was all being discussed, it
wasn't just a crap shoot. Admittedly, there was a great
deal that we did at the tinme when we did the '83 bill and

before that was not as refined as it m ght have been, but
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there was a broader conversation about the value of the
presence of teaching in hospitals, and the val ue that that
was to society and specifically to Medicare patients. W
wer e concerned about, one, the overall inpact on teaching
hospitals of this new paynent systemthat we were not sure
about, which Ralph is absolutely correct about, and Craig is
as well in terns that there was a doubling to try and
capture what we really didn't yet know because we hadn't
experienced it.

But there was a broader conmtnent that there was
value in the quality of care and the kind of activity that
occurred in an institution where students were present. So
it wasn't sinply, we don't know what's going to happen, it
was really an investnent in that activity. So it wasn't
just we're going to do it because we're going to do it, it
was really a conmtnment to those activities and the val ue
that accrued to the Medicare patient by the presence of
those activities in the institution.

So | think it nore than sinply, we don't know
what's going to happen. It was al so a fundanenta
commtnment to an activity and Medicare's responsibility to

hel p finance that activity because of the ultinate benefit
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to the patient that was Medicare's as well as, frankly, as
it was broadly in society in ternms of the presence of
t eachi ng.

DR REI SCHAUER: But the question is, does that

extend beyond what the enpirical estimte of the cost is?

That all 1'm arguing.
M5. BURKE: | think it is -- at the tine we
clearly didn't know what that cost was. | think there is

probably sonme debate yet today as to what really the
enpirical cost of that is. But it's not clear to ne at the
time that we were prepared to limt it only to that very
narrow cost; i.e., the cost of a resident per bed. That it
was really the broader comm tnment and the inplications for
those institutions of all of the things that they woul d

i ncur by the presence of students. [|'mnot sure we knew
then and yet today know how to capture all of that, what
that really invol ves.

MR. HACKBARTH. The history is inportant and |
consider Sheila an authoritative source on the history, but
to me it doesn't seem decisive. Circunstances change al
the tine and if we followed the |ogic, Congress enacted this

once, therefore we cannot consider it, our workload would go
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way down. | think the task that we're charged with is to
take into account changing circunstances in the Mdicare
program and the health care system and make our best
recommendati ons. Congress has the final say, of course. It
feels too constrained to me to say, they intended this once
and therefore we ought not take it up.

MR, MIULLER: | don't think that's what |'m sayi ng.
What |'msaying is, however, narrowmy defining the enpirical
level is the only thing that was ever intended and conti nues
to be the only thing ever intended I think is too narrow an
interpretation. Furthernore, as |I've nentioned, putting the
full revenues in and only put half the costs in, just by per
se, makes the margins look a | ot bigger. And as we've noted
this norning and today, when the margins are up 10, 15, 20
percent, all of a sudden people say, that's a little bit too
much. |If these margins were two or three we wouldn't be
tal ki ng about this.

|"msaying, if you took, as | have done, a nunber

of those -- as |least asterisk those nmargins, you would see
those margi ns are nowhere near that. | think it's true on
both DSH and IME. | referred to the IME for history and |

fully agree that Sheila is the nost authoritative source on
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this, but it's been recognized over and over again by the
fact that the paynent has been well|l above the enpirical
level. So it wasn't just a one-tine recognition.

DR. NEWHOUSE: | was going to nmake the sanme point
Bob nade, but let ne anplify it in one way and rai se anot her
reason.

In terns of protecting the teaching hospital and
how far back the policy went. The policy before the PPS
pai d costs which was, in this context, the enpirical |evel
My recollection of that time was that there was no argunent
that teaching hospitals at that point needed additi onal
protection. You were worried about what the PPS was going
to do to the teaching hospitals. But that woul d suggest to
me that there was possibly the intent was to protect the
teaching hospitals to the degree they had been protected up
to the point. That was point one.

Point two was the reason | asked about -- and I
thank Alice for correcting me on accruals -- there's sone
wor k of Nancy Kane in a recent Brookings vol une that
suggests actually the margins are potentially quite
m sl eading in that hospitals can -- and one should | ook at

cash flow as a nmuch nore rel evant i ndicator because -- the
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di fference being that hospitals can take cash into or out of
their accruals. And that in fact in her | ook at teaching
hospital s, teaching hospitals had a nore robust cash fl ow

t han one woul d have inferred fromtheir margins on a snal
sanpl e of teaching hospitals.

So | put that out there as a caution of putting --
casting all of this discussion in ternms of the nmargins.

DR. WOLTER: Just a couple things. One is, are we
so certain that the regression analysis has gotten to the
right enpirical relationship? And in that regard, the
recommendation is fairly specific to reduce the percentage
by 5.5 annually, although you m ght read the reconmendati on
to allow for the target to change if nore work were done on
the regression analysis and we cane to a different
under st andi ng of where we should end up. So maybe we shoul d
clarify that.

And then secondly, Dave Durenberger raised this at
the last neeting, the timng of this is so critical, because
al though there is sonme breadth to the unconpensated care
issue in ternms of which institutions are affected than
others, if this recommendation is adopted and sone ot her

approach to unconpensated care is not dealt with at | east
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roughly parallel it could be devastating to a subsegnent of
sone very inportant institutions. | wonder how we woul d
want to address that issue.

MR. HACKBARTH. So on the first point, Nck, if |
understand you correctly, you would propose | anguage to the
effect that we ought to nove towards the enpirical level in
equal steps so that if the enpirical |level were to change at
sonme point in the future then the reductions change, either
i ncrease or decrease.

DR WOLTER I'mno expert on this but |
understand that one of the argunents that people worried
about this have is there nay be sone noise in the current
target that we're at and perhaps there needs to be a little
wor k done on what really is the cost of providing teaching,
and maybe 2.7 percent ultimately won't be the target that we
get to.

DR. NEWHOUSE: Can you say what you think the
problemis? As far as | understand it, this is the sane
net hod we' ve al ways used, so if the original nunber was the
right nunber, this is the conparabl e nunber now.

DR. WOLTER:  You probably know nuch nore about

this than | do, Joe, but | think there are many people
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worried that this doesn't capture entirely the cost of
teaching and the cost of educating post-nedi cal graduates.
| m saying, we're making a recomendati on now that spreads
itself out over three or four years based on 1999
information. And that as nore work is done on this, if
there is sonme adjustnent in the target, do we want to nake
sure that we have the flexibility in this recommendation to
be sure that that's accommopdat ed.

MR SMTH.  Both N ck and Ral ph have raised

guestions about getting the nunbers right. It seens to ne
it's inmportant to get a third nunber right here. |'m
struck, Craig, that we didn't cone back to -- although you

did in the text, but didn't cone back wth one of the
dramatic charts to the total margin data for hospitals
across the distribution.

| f we're buying public goods, whatever those
public goods are, |IME, unconpensated care, support for the
research establishnent, we're buying public goods then the
right thing to | ook at to assess the capacity of
institutions to provide those public goods is total margin
not Medicare margin. Medicare is contributing to it and

there is a policy question that Congress has addressed with
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the clear answer, if not always the right nunbers but a
cl ear answer that, yes, Medicare ought to be in the business
of hel pi ng support the purchase of public goods.

We m ght not have invented this schene if we'd sat
down with an enpty piece of paper, but it's the schene we
have. And we have chosen to use this paynment systemto
contribute to the purchase of things that we believe have
broad soci al val ue.

| think for those reasons alone, it seens to ne,
we ought to be very nervous about cutting into the capacity
of a group of institutions that are especially capabl e of
and especially burdened with the responsibility of providing
t hose public goods. So we ought to renmenber when we | ooked
at the total margin data for |arge teaching hospitals they
were at the other end of the distribution, unlike when we
sinply | ook at the Medicare inpatient nmargin.

DR. RONE: Thank you, G enn. W've all been
t hi nki ng about this issue for a long tine, both together in
this forumand other foruns and |'ve recently cone to a
different view of how we shoul d approach this which | have
menti oned to a couple of ny coll eagues, sone on the

Comm ssion and sonme not, and gotten encouragi ng responses.
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| ve not spoken with any of the organizations in the
environments so | don't have the benefit of their input,
al t hough we may get that |ater.

But 1'd like to take a m nute and propose a
different way of looking at this. 1'Il try not to repeat
anything that's been said although | associate nyself with
many of the coments. The only thing | would repeat is
Bob's comment about, a concern about no explicit purpose for
the subsidy. | don't like it either. |1'moffended by it.
We're just throwing the noney at the hospitals. They can
use it for advertising, they can -- there are no costs that
it's lined up agai nst other than these general social goods,
et cetera. |'mnot against Medicare supporting it, but I
think it would be better to have a nore explicit purpose.

But | believe we should approach this by | ooking
forward, not |ooking back. | think we are naking this
policy looking in our rearview mrror. | believe there are
very, very substantial data to support the viewthat
teaching hospitals are faced with very significant
chal | enges to strengthen and noderni ze and reorient their
clinical educational capacity. That this has to get done

with significant investnent in information systens, in new
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curriculum in preparing students for lifelong | earning, and
i nterdi sciplinary approaches wi th physicians, nurses, and
ot hers being trained together in teans, et cetera.

They spend a lot of tinme in a variety of foruns
studying this. There are great needs and sone institutions
are doing it, but many aren't. To prepare thenselves for
the future demands of the health care system and the
Medi care beneficiaries they need to do it.

| think that many of institutions we're talking
about don't have the resources either in terns of access to
capital or margins to do it. What | would favor is a
proposal in which we take the excess over the enpirical
| evel and we identify that as funds to specifically be used
to support the nodernization and the information systens
infrastructure, et cetera, of the nedical education capacity
of teaching hospitals, and we establish criteria for that
and they denonstrate that they nmeet themin order to qualify
for the funds. And if they don't neet them they don't
qualify for the funds.

And we use these funds not as a political hedge
for the general social well-being but as a direct stinulus

to help these institutions align thenselves with the needs
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of education of the nodern nedical workforce. So | would
propose that rather than the proposal that we have, with al
due respect to the staff, that I would propose that an
approach to developing criteria over a very short period of
time and requiring that hospitals neet it, and if they don't
nmeet it within 24 nonths or show tangi bl e progress then we
go into this reproduction phase.

So that's an alternative strategy that | think
| ooks forward rather than back. |'minterested, obviously,
in my colleagues' response to this.

DR. STOAERS: | was going to get back nore to what
Nick was saying. | think if we are going to have a vari able
target in here, we ought to have sone kind of a variable
progression down to the enpirical rate rather than just
bl ocking off 0.5 a year tinmes whatever, because it's not
obvi ously going to cone out even as we do that.

Then you talk to the five years. | can see the
five years maybe being a tinme to allow the academ c nedi ca
centers or whatever to adjust for the decreasing revenue
over time, but | think another factor in there is how | ong
is it going to take us or Medicare or Congress to correct

t he unconpensat ed i ssue which we see sone of the academ c
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medi cal centers doing a great deal of and others not doing a
| ot.

So | think I still, and 1've said it before,
think that we have to tie those two together. So if we're
going to have a conmtnment to bring this down to the
enpirical level over a period of time then we need to have
t he unconpensated thing. So if that can be done on a five-

year schedul e then the five year thing nakes nore sense.

But if that's going to take 10, whatever -- or maybe it wll
t ake | ess.

MR. HACKBARTH. |'d like to nmake just a quick
comment on what Jack said. |I'mwth you on the prem se. As

you know, my concern about these paynents has been that it's
a lot of noney at a tinme where we know that Medicare faces
both i mMmedi ate fiscal pressures and certainly |ong-term
pressures, and |I'mnot sure that we can afford the | uxury of
payi ng such a | arge anmount of noney w thout very specific
purposes in mnd and being confident that we're getting
val ue for our noney, so to speak. So | start in much the
sanme place as you, Jack.

| guess the questions that | have about your

alternative are two. One, as you presented it it seens to



10

11

12

13

14

15

16

17

18

19

20

21

22

204

assunme that we're still tal king about Medicare trust fund
dollars. And a second reservation that |'ve had about this
policy is using trust fund dollars, the noney raised by a
payroll tax, for these broad public purposes. [|'mnot sure
that that's the proper financing nmechani sm

Now having said that, | understand the
institutional reasons in Congress for that approach, but it
does nake ne a little bit queasy to use payroll tax revenues
for these broad social purposes.

The ot her question that | have is, if | understood
you correctly, it sounds like only teaching hospitals would
be eligible for these additional paynents. There are a |ot
of hospitals that face critical issues, for exanple, with
information systens, which I think is a really pressing
probl em for the health care system and an i nportant
i npedi ment to inproving the quality and safety of the care
we provide. To say we're going to put aside $2.5 billion,
and by the way, it's only teaching hospitals that are
eligible, again, makes ne a little bit uneasy.

DR. ROAE: | can respond to the second question
The first concern | think is an interesting policy issue

we're probably not going to solve here today.
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What | had in mnd -- this is an idea and, again,
I"'minterested in other people's reactions -- was
| was focusing on the E part of IME. | would expect, in

fact predict, that such investnents would inprove the
quality of care, and we could use sone of that. It may even
i nprove the efficiency of the care. But | was focusing on
the E part as the essential thing that needed to be -- that
the idea of these changes would be to inprove the

educati onal process, which I think is broken and becom ng
archaic in many institutions. These funds were initially
identified for educational purposes so that was what | had
inmnd. So l'd give themto the teaching hospitals but |
woul d predict benefits in quality of care, cost efficiency,
et cetera.

MR. HACKBARTH. | have Joe, Allen, Bob, David, and
then I think we need to nove on. As inportant as this is,
we've got a lot of ground to cover

DR. NEWHOUSE: | originally wanted to respond to
David but | also want to say sonething about Jack's
epi phany.

[ Laught er. ]

DR. NEWHOUSE: | don't think of these paynents as
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buying a public good in the strict sense of a public good,
meani ng sonething that we all consuner |ike national

def ense, and one person's consunption doesn't reduce
another's. | think of this, the extra paynments to teaching
hospitals as we're paying for the extra cost of patient care
at the teaching hospitals. That's a product we've said we
want to pay for, and I have no problemin paying for it, but
that gets you to the enpirical |evel

Anot her way to say that is, had we not put these
extra paynents in, and had we paid the average cost per case
across all hospitals, teaching hospitals would have taken it
in the neck and woul d have gone out of business if
everyt hing had been Medicare and they hadn't been able to
offset it in other ways, and so forth and so on.

So it's perfectly legitimate to have extra
paynents for teaching hospitals without going to what in ny
mnd is an additional and probably wong place to be of the
saying that these extra paynents are buying a public good.
They're conming fromthe cost reports that teaching hospitals
wite down on their costs and those costs are basically
buying, | think for the nost part, a nore intensive style of

care for a given patient at that hospital. That's fine.
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Then that al so goes to the point the point that
bot h Jack and Bob and others, and |'ve raised, that it's not
necessarily paying for a nedical education m ssion.

Now t hat being said, if we are going to have these
paynents | can see a good rationale for Jack's suggestion.
One of the common conpl aints about traditional Medicare from
lots of quarters is that we have a quality problem and
traditional Medicare is a big part of the problem and it
doesn't really do anything to address quality of care even
t hough the way this is set up it islimted to teaching
hospitals. | synpathize with G enn's objection here.

In effect, conditioning the subsidy on sone
measures |i ke adopting information systens woul d have the
ef fect of having Medicare get closer to the vanguard of
trying to do sonething about the quality chasm So if we're
going to have this subsidy I think I'"'min favor of
conditioning it in the way Jack suggests.

MR, FEEZOR  Actual ly, Joe took sonme of ny

corments. | haven't had nmany epi phanies but | would
strongly associate mne with Jack. In California we're
trying -- we know we can't conme up with any additional

dollars so what we're trying to do is, can we get better
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results and a different set of dynamcs with the dollars we
are spending? | think Joe is right on target. There are
very few times that Medicare can do that. W seemto be, as
you said, driving in our rearview mrror.

| think if those dollars are going to be spent,
demandi ng accountability that woul d make sone changes, that
woul d enphasi ze both quality, effectiveness, and efficiency
| think would be a very worthy cause, so I'd like for us to
consi der sone | anguage around those |ines.

DR. REI SCHAUER: Comments on coments. Wth
respect to Nick's point, | think the recommendati on says
that we're just going to go to the level that the enpirica
evi dence suggests. So you really don't have to worry that a
change in that estimte because of better analysis, new
data, whatever, is going to cause a problem

The real question that's relevant, it strikes ne
is, is 0.5 in one year too big a fish to swallow? Should it
be 0.3? Should it be 0.7? W knows? But if there was a
sudden surge of analysis that showed the appropriate paynent
| evel was really 4.8 percent rather than 2.7 we'd go down
0.5 in one year and 0.2 in the next year and then just stop.

So | don't think that's sonething that we shoul d be
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concer ned about.

Wth respect to David's point, taking Joe's
anmendnent that these aren't publics, they're really social
goods, and hospitals, many hospitals of all kind provide
these. Teaching hospitals m ght provide nore than others
but it certainly has to be an extrenely bizarre way to
di stribute noney for providing social goods, to distribute
it based on the ratio of residents to beds and the nunber of
Medi care patients that you serve. You' ve got to ask
yourself, what is it that they're doing and let's pay them
for what they're doing.

Wth respect to Jack's point, | guess | can
swal | ow hard and overl|l ook the trust fund source of paynent
and focus on the education role. But | really think this is
a huge issue and what we really should do is spend sone tine
t hi nki ng about exactly what kind of |eadership role do we
want these institutions to provide. Sonehow I think that
this is a recommendation that is not going to be adopted by
Congress within the next couple of weeks and we m ght be
here next year having the sanme discussion, at which point we
woul d have the tine to think about a nore careful definition

of exactly what it is that this noney should be devoted to
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and how one woul d design the incentives and the procedures
and the eligibility, whether it would extend beyond teachi ng
hospital s or not.

DR. RONE: More detailed. | was careful; just
I nmpr eci se.

MR HACKBARTH. O course related to that is also,
what is the right anmount for this additional purpose? |Is
it, just by coincidence, $2.6 billion, or is it sonme other
amount? | have David and then I'd really like to nove
ahead, Ral ph, if we can.

MR, MIULLER: I'Ill be very brief.

MR. HACKBARTH. Maybe even briefer than you
realize.

[ Laught er. ]

MR SMTH  To Joe and Bob, | thought | said
soci al goods. You're absolutely right, these are things
that we value. They aren't public goods the way econom sts
t hi nk about them

I f 1 understand Jack right, and as usual Jack's
epi phani es are provocative, what he's proposing, and |
support it, is that we increase the enpirical level. That

we devote nore resources to the teaching m ssion, that we
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get nore sophisticated, that we inprove both the quality of
the inputs and the share of resources that we devote to it.
| think that's right. | don't know what the right nunber
is, whether it's 2.8 or 3.5.

But the question that we're being asked to deal
with in this recommendation is not whether or not the
enpirical level is right, but whether or not the subsidy, in
addition to the enpirical level, should be retained. |
don't think Jack's question or Jack's proposal addresses
t hat .

The argunents that Nick and Allen and | tried to
make didn't speak to the question of whether we are
appropriately investing in the educational mssion. |'m
quite sure Jack's right, and to the extent that he wants to
propose increasing it | think we should take that very
seriously.

But that's not an argunent that says that we ought
to arbitrarily -- and, Bob, you're right, it's a bizarre
formula. But it is the fornula that we have. W are where
we at the nmonment and we are buying sonething that Congress
has regularly considered that it wants us to purchase.

Ei t her the proposal before us or Jack's nodification would
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result in a recomendation fromthis conm ssion that we stop
buyi ng those social goods. | think we shouldn't nmake such a
recommendati on and when the time conmes |'I|l oppose it.

MR. MIULLER: This goes to both Bob's and David's
and other point, is we keep tal king about the enpirical
| evel, and certain in these 19 years since PPS we have used
the resident ration as a way of allocating the paynents that
are under the broad definition of IME. That, as | said
earlier, and Sheila being present at the creation affirnmed,
that wasn't the only purpose for which the | ME paynents were
i nt ended.

We use the resident ratio -- | grant with Bob it's
not -- it seens to be the neasure that we have and have used
for 19 years, and people have tried to cone up with other
ones. But it's not the only purpose for which I ME was
i nt ended; the support of residents and just the indirect
costs that cone from having residents inside a hospital

So | want to second David's point that the subsidy
above this so-called enpirical level is in fact sonething
that we shoul d support and have supported. The fact that we
have only this resident ratio as the one by which we've been

di stributing these paynents over these 20 years doesn't nean
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that's the only purpose for which this paynment is intended.

DR. NELSON: If I'"'mgoing to vote against the

recommendation -- and | haven't spoken and |'ve been trying
to get recognized -- | ought to have an opportunity --

MR. HACKBARTH: |I'mtruly sorry.

DR. NELSON: | ought to have an opportunity to say

why |I'mgoing to vote agai nst the recomendati on.

My concerns have to do with reducing the paynents
to the teaching hospitals from6.5 to 5.5 percent, and
reducing it further when we haven't seen the inpact of the
earlier reduction from6.5 to 5.5 percent, with no
understanding of within that very small Medicare margin,
whet her that's a binodal curve with one popul ati on of major
teaching hospitals that's doing very well and anot her
popul ation that may go belly up as a result of this cut.

So ny concern is with making a further reduction
in | ME paynents when we haven't seen the inpact of the
current reduction that we're only three nonths into, given
the uncertain circunstances and ny inability to know how big
of a problemthat's going to cause for how many | arge
teaching institutions.

MR. HACKBARTH. |'msorry, Alan, | didn't see your
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hand. Have | m ssed anybody else? | really don't want to
prematurely cut off, but | do feel Iike we need to nove on
her e.

If there's nothing else, here's where | think we
stand in terns of process. W have the draft recomrendation
on the table and I1'd like to vote on that. Not right this
m nute but when we get to the end of the whol e package.

Then, Jack, | have a question for you on whether you want to
offer, after that vote, the Rowe proposal? If so, |I'm going
to put the heat on you to conme up wth sone specific
| anguage so that we've got sonething in front of us.

DR. ROAE: G ven any encouragenent, |'d be happy
to do that.

M5. DePARLE: | hope you will. Some of use
haven't spoken, but | like that proposal 1'd like the
chance to address it.

M5. RAPHAEL: One clarification. At the end of
this we're going to integrate all of these and get the ful
i npacts, aren't we, before we vote?

MR. HACKBARTH. Yes, there actually will be sone
i npact anal ysis that shows you the effect of all of it

toget her, which again will underline the fact that we've
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tal ked about these as piece of a whole as opposed to
di screte proposals. But we'll do that at the end, Carol.

So what | hear, Jack, is sone interest in your
putting pen to paper, so go ahead and start witing.

For the tinme being, we will nove on fromteaching
to the expanded transfer policy.

MR. PETTENG LL: At the Decenber neeting Craig
presented information about the so-called expanded transfer
policy in the hospital inpatient prospective paynent system
and the rationale for and the effects of expanding that
policy to additional DRGs.

I n a subsequent discussion you raised sone
i nportant concerns about the policy's inpact on hospitals
and patients, and just to refresh your nenory | thought it
woul d be useful to identify what those concerns were.

One was that extending the policy would underm ne
the averaging principle that is central to the prospective
paynment system Another was that it would penalize
hospitals that inprove efficiency. A third was that it
woul d create incentives to discharge patients to hone
wi t hout post-acute care or to extend their inpatient stays.

Anot her was that it would disproportionately affect
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hospitals located in regions that have relatively short

| ength of stay patterns because they would be nore likely to
trigger the policy with short stay transfers to post-acute
care.

Finally, sone people argued that we don't really
need to do this because nost patients di scharged to post-
acute care have relatively long stays, and second, because
Medi care has hardly switched its paynent nethods for nost
post-acute care providers fromcost rei nbursenent to
prospective paynent, thereby presunmably vitiating the
incentives to transfer people.

In this session we're going to review the
rationale for the policy quickly, and the evidence, and then
present a draft recomrendation. Along the way we'll try as
best we can to address the concerns that were raised at the
| ast neeti ng.

For the benefit of conm ssioners and nenbers of
t he audi ence who were not here at the Decenber neeting or
m ssed that discussion |'d like to begin with a brief review
of the origins of the transfer policy and a little bit about
how it works, and then I'll talk about the rationale for

extending it, and the flip side, which of course is, what
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are the inplications of not extending it?

Then Craig will present sone data, which is nostly
new, that we hope will help you to decide whether it would
be desirable to extend the policy to additional DRGs, and if
so, how rapidly that extension should occur.

So let's begin with the origins of the transfer
policy. | want to start by saying that the transfer policy
has al ways been a part of a |larger design, as part of the
paynent system for dealing appropriately with factors that
m ght change the service content and the cost of care over
time.

The initial DRG paynent rates reflected the
hi storical cost of the service bundles associated wth the
DRGs in the base year of the prospective paynent system
But hospitals facing fixed price paynment have very strong
incentives to reduce their costs, and they can go about
doing it in a nunber of different ways. One of them for
exanple, is to adopt process inprovenents and new
t echnol ogi es that inprove productivity and reduce costs.
Another is to shift services to another setting, either at
the front end of the stay or at the tail end of the stay. A

third is sinply to stint on care and provi de fewer services.
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Now policymakers at the dawn of all this
recogni zed that the prospective paynment system would have to
have policies to address these kinds of changes. The nost
obvi ous processes or policies in place are the annual
processes we use to update the base paynent rate and to
recalibrate the DRG wei ghts and the wage index, and so
forth. Those policies are appropriate vehicles for dealing
wi th changes in technol ogy and practice patterns that affect
the cost of care in a DRG broadly within a DRG or across
all DRGs and hospitals where you have essentially the sanme
phenonenon, reductions in costs going on widely. In fact
MedPAC, and ProPAC before it, and CVM5 have all had site of
care substitution factors in their update frameworks for
many years.

The site of care substitution conponent was
i ntended to reduce the update when hospitals were decreasing
their costs by discharging patients to post-acute care,
t hereby shortening their inpatient |engths of stay and
provi di ng fewer services then were inplied by the DRG
paynent .

In addition, the prospective paynent system has

al ways had policies designed to reduce the financial rewards
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that providers could earn by unbundling care to other
settings. For exanple, the 72-hour rule says that if a
hospital provides in the outpatient setting related services
within three days prior to an adm ssion, those services are
part of the stay and can't be separately bill ed.

At the tail end -- and here the transfer policy
applies, originally it applied only to discharges to other
PPS hospitals after a short stay where, arguably, the
transferring hospital was not furnishing the same product as
for cases that were kept in the sane DRG till discharge.

In the BBA, Congress extended the policy to cases
di scharged to post-acute settings after relatively short
stays out of essentially the same concern, that providers
were not furnishing the sane product in these instances.
This policy was inplenented for the initial 10 DRGs
beginning in 1999. The Secretary was authorized, but not
required, to expand the policy to additional DRGs, and in
the proposed rule for fiscal year 2003, this year, the
Secretary consi dered expanding the policy to an additional
13 DRGs and to all DRGs. But facing substantial pressure
fromthe industry, the Secretary was not prepared to go

forward at this tinme without reviewing all of the concerns
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that were raise in comments to the proposal.

Now a little bit about how the post-acute care
policy works. First, it applies only for cases that are
di scharged to PPS-exenpt hospitals such as rehabilitation
hospitals and units, psychiatric hospitals and units, or
|l ong-termcare hospitals, or to skilled nursing facilities.
It also applies if a patient is discharged with a plan of
care to related home health care that begins within three
days after discharge.

Transfer cases are paid a per diem paynent rate
for each day up to the full DRGrate, and that per diemis
sinply the regular DRG paynent rate for the case divided by
the national geonetric nmean length of stay for the DRG So
a hospital in a DRGthat has a paynent rate of $5,000 and a
geonetric nean length of stay of five days, the per diem
paynent woul d be $1,000. The paynment is a graduated
paynent. |It's doubled for the first day, to reflect the
fact that in alnost all DRGs, the npbst expensive day is the
first day, and that's foll owed by | ess expensive days as you
go further out in the stay. So the hospital would receive
$2,000 for the first day and $1,000 a day for each

subsequent day up to the full DRG rate, which would be
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achieved at day four. That is, one day bel ow the geonetric
band | ength of stay.

As we noted in the mailing, in sone surgical DRGs
where you have very high costs in the first day, nore than
half the cost is incurred in the first day, there's a
nodi fied nmethod in which the hospital receives half of the
full DRGrate plus a per diempaynent, and then half a per
di em paynent for each subsequent day. O course, in this
case they still reach the full DRG paynent one day before
the geonetric nean | ength of stay.

I'd now like to turn to the rationale for
extending the policy to additional DRGs.

MR. HACKBARTH. Julian, can | interrupt for just a
second? | just want to nmake sure that we're using our tine
effectively. Do people feel Iike we're going over things
that they're very famliar with in ternms of the nmechanics of
it and the rationale? |If so, maybe it woul d be good,
Julian, to skip ahead a little bit in your presentation so
t hat we can maxim ze the amount of tinme we have for
di scussi on.

MR PETTENG LL: Okay. Al | was going to say

here is that there are basically three reasons to do it.
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One is that you want to recogni ze that hospitals, when they
transfer patients to post-acute care, are not providing the
same product. Now that may not be true 100 percent of tinmne.
There may be individual cases where they are in fact

provi ding the sane care that sonmeone would get if they were
di scharged to hone the sane day. But it's true a portion of
the tine.

Anot her reason is to pronote paynment equity by
targeting the reduction in paynents to the cases where a
different product is actually being provided, and not to al
hospitals. A third reason is to create a better bal ance
bet ween the financial rewards of transferring patients and
the clinical reasons for doing so.

You m ght well ask why the normal update process
can't be used successfully. The answer to that is on the
next slide, and it's basically that site of care
substitution isn't uniform |It's concentrated in sone DRGs
much nore than others, and it's concentrated across
hospitals, as sone data that Craig will show you, w ||
denonstrate. The annual update and recalibration processes
essentially treat all cases the sane way, so they would

reduce paynents to all -- to the extent that transferring is
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occurring, they would reduce paynents for all cases.

In fact in DRGs where there's heavy use of post-
acute care, it would reduce the DRG wei ghts because the
short-stay cases that are | ow cost cases are being counted
as full cases just like any other and it brings the average
down. So what you'd be doing, if you don't extend it, is
under payi ng cases that are not transferred relative to those
t hat are.

Now Craig wll present sonme data that we hope wll
hel p you to nake a deci sion here.

MR LISK: [I'mgoing to start out with sone
evi dence of substitution over the past decade. First, we
have seen Medicare inpatient |length of stay drop by 35
percent, which is greater than what has been experienced by
the private sector. At the sane tine, the proportion of
cases discharged to post-acute care increased substantially
by -- increased 49 percent. In 2001, 30.5 percent of cases
were di scharged to post-acute care settings. The increase
since the beginning of PPS is even nmuch greater than these
nunbers i nply.

We can interpret this data in tw ways. One, all

the gromh in post-acute care was new care and the | ength of
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stay declines observed woul d have happened anyway. O sone
part of the increase in post-acute care use represents
substitution fromthe inpatient setting and contributed to
sonme of the declines in length of stay. The latter, we
bel i eve, seens nore plausible. Sonme other information that
corroborates that is sone of the other supporting evidence
i ncludes greater length of stay declines in DRGs with high
use of post-acute care conpared to other DRGs, and greater
l ength of stay declines for post-acute care users conpared
to non-users. There's evidence of that substitution.

This next slide shows the | ength of stay
di stribution for DRG 14 which is for strokes, one of the 10
current DRGs affected by the post-acute transfer policy.
There are about 300,000 cases in this DRGwth a little nore
than half the cases being discharged to post-acute care.
Cases discharged to post-acute care with length of stay from
one to three days woul d have paynents reduced under the
current transfer policy, and hospitals receive full paynent
at four days and | onger.

We're showi ng you this and anot her chart, but we
observed this pattern in terms of |length of stay pattern is

typi cal across DRGs of post-acute care users and non-users.



10

11

12

13

14

15

16

17

18

19

20

21

22

225

So what we observe is that transfer cases tend to have
| onger stays and fewer shorter stay cases. The shorter stay
cases are generally | ess common.

So here we have the sanme information for DRG 79,
which is for respiratory infections, one of the 13 DRGs that
was being considered for expansion. Again in this DRG
cases staying one to five days woul d have their paynents
reduced under the transfer policy. Again, the picture is
simlar to the previous chart and is pretty consistent
acr oss DRGs.

| also wanted to bring up one other point. Sone
have argued that we do not need post-acute transfer policy
because these cases have |onger stays. But in fact sone do
have shorter stay, as we showed. Yes, they are | ess comon
than for non-transfer cases but there are many cases that do
have -- that go on to post-acute care that do have shorter
st ays.

We woul d suspect that the distribution would shift
somewhat to the right, if we asked the question of, what
woul d happen to these cases if there was no post-acute care
provi ded? W would suspect if there's sonme substitution

going on that they would have stayed a little bit longer in
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t he hospital and the distribution would have shifted sone to
the right.

DR MLLER Craig, can | interrupt for just one
second? We're |ooking ahead and al so | ooking at the tinmne.
| notice that we have a lot of charts for different kinds of
DRGs. |Is there a way to nove through this and to nmake your
point with one DRG and nove past --

MR LISK: W're using just one DRG here. There's
several slides that show the different relationship of
paynment to cost ratios and we can go through those pretty
qui ckly.

This next slide we group hospitals by the percent
of cases discharge to post-acute care, which is shown in the
first colum. The second colum shows how they are
distributed with 10 percent of hospitals discharged | ess
than 10 percent and ot her Medicare cases going to post-acute
care, and 4 percent at the bottom discharging nore than 50
percent of their cases.

As we can see, hospitals vary in their proportion
of cases discharged to post-acute care. This is consistent
across DRGs. Those with high rates of post-acute care use

consi stently have hi gher use rates across DRGs, and those
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with low rates of post-acute care use consistently have
| oner use of post-acute across DRGs. These findings hold
whet her the DRG has a high rate of post-acute care use, like
DRG 209, which is for hip replacenents, or DRG 116, which is
for pacemaker inplants.

This next slide shows the paynent to cost ratio
for transfer cases before and after the transfer policy.
The red line shows the ratio before the transfer policy and
the green dotted |ine shows the paynent to cost ratio for
transfer cases under the policy. Now we're show ng just one
exanple but the findings are very simlar across all DRGs
t hat we have exam ned. W exam ned for all 13 DRGs
consi dered under the expanded, and additional DRGs as well.
But this relationship is very simlar

The chart shows the rewards for discharging
patients early w thout post-acute care transfer policy is
very large. But even after applying the policy we are stil
payi ng substantially above the cost of care, just the size
of the reward for discharging early is dimnished under the
expanded transfer policy.

These very high paynent to cost ratios may inply

that the cases are not getting necessarily the ful
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conpl enent of care inplied by the average paynent for the
DRG,

Thi s next slide shows how the distribution would
change if we consider all other cases, and what we see is
actually across the full length of stay and we see that the
di stribution drops just slightly. The basic averaging
principles of the PPS though still hold. Now sonme have
argued that the transfer policy violates the principles of
PPS averagi ng. However, the old average inplied by a ful
DRG paynent is no longer the correct average if sonme of care
has noved fromthe hospital to another setting. The
transfer policy, rather than reducing paynents across al
cases, the policy reduces paynents for cases where the
substitution likely occurred. That is cases discharged to
post-acute care with short stays.

Anot her interesting finding though that we find is
this next slide that shows paynent to cost ratios for post-
acute care users and non-users. Wiat we find in this slide,
the red line is for post-acute care users is higher than for
non-users. Meaning that the post-acute care users for the
short stays have | ower costs than other cases, neaning they

may not be getting necessarily as many services as inplied
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by the full DRGrate. This is a consistent pattern across
DRGs. This nmay also inply, again, substitution is going on
for these cases.

DR. NEWHOUSE: | don't understand actual to
expected length of stay. What does expected | ength of stay
mean?

MR, LISK: Expected |length of stay is, given your
case mx, what you would -- if you stayed the average for
the DRG what your length of stay would be. So if you have
an expected length of stay that is |lower, you are staying
| ess than average.

In this next slide we group cases by the
proportion of cases discharged to post-acute care with short
stays. In other words, the percent of Medicare cases that
woul d be affected by the post-acute care transfer policy.
The second col um again shows the distribution of cases.

No notivation for this table was to show how
hospital's financial performance m ght be related to the
per cent age of cases hospitals discharge to post-acute care
after a shorter than average hospital stay. W find that
hospitals with a | arger proportion of short stay transfer

cases have higher Medicare inpatient margins, and these
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margi ns are without DSH and | ME above cost, reflecting the
mar gi ns for the base rates.

What contributes to this better financial
performance? Hospitals that discharge a |arge proportion of
cases to post-acute care with short stays have | ength of
stays that are |ower than expected given their m x of cases.
The lower length of stay is a good thing and one factor that
contributes to their better financial performance. They
al so discharge a greater proportion of cases to post-acute
care as well, and the conbination of these factors may be
what's contributing to their lower |ength of stay and their
better financial performnce.

But this brings up another concern that was raised
at the last Conm ssion neeting, that the transfer policy
m ght penalize hospitals and regions with short stays. As
t he tabl e above shows, |ength of stays varies by regions,
al though the differences are not as great as they used to
be.

| f we conpare average |length of stay with the
percent of cases discharged to post-acute care settings with
short stays we do see an inverse relationship. Hospitals

and regions with shorter average length of stays tend to
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have a greater fraction of cases discharged to post-acute
care with short stays, the second colum in the table.
That' s post-acute care cases, how nany are di scharged with
short stays.

But that one columm does not drive what the effect
of the inpact of the transfer policy. The percentage of
cases affected by the policy is a product of two conponents.
First, what proportion of cases you discharge to post-acute
care and then how many of those have short stays. So the
net effect is not as great when you conbine the two effects.

It's also inportant to renmenber that the PPS is a
nati onal paynent system so we don't have policies that vary
ot her than the wage index that vary by hospital's | ocal
circunstances. And the hospitals with shorter average stays
benefit for all their other -- should benefit for all their
ot her cases that have shorter than average | engths of stay.

DR. MLLER So, Craig, the point here in this
chart is that -- the specific question last tinme was a
concern that length of stay varied across the country and
that this policy would essentially be penalizing people just
for having short |engths of stay.

MR LISK: That's correct.
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DR MLLER And what this shows is actually the

intervening variable that is relevant here is what
proportion of cases are sent to post-acute care, transfers,
and then the relationship between regional |ength of stay
and the inpact of the policy is no longer clear. 1It's much
nmore just a random --

MR LISK: Yes, it's less clear.

DR MLLER That's what | think the point of the
slide is.

MR LISK: The next two slides I'll show will show
t he paynment inpacts of expanding the policy to all DRGs. As
we see here, it's related to the percentage of cases
di scharged to post-acute care, with |arger inpacts on
hospital s that discharge a greater proportion of their
cases.

We show here both the inpacts for the initial --
for the 13 DRGs and the inpacts of expanding to all DRGs.
The i npact across hospital groups is fairly uniform You
have that table in your report so I'mnot going to show you
t hat here today.

Now t hese inpacts are based on nodeling of the

2001 clainms data. You may see slightly different results
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fromJack's presentation when we factor this into -- in
terms of the total inpact when you factor this into 2003
paynent policies. The total inpacts are a slight bit |ower,
0.3 and 1.1 percent overall fromgoing to a full expanded
fromthose two nunbers.

Then finally this next table shows really what is
the undiluted inpacts of the policy with the proportion of
cases affected by the policy. W see that the inpacts are
much greater on hospitals that discharge a high proportion
of cases to post-acute care with short sure stay. Under 13
DRGs, those that discharge nore than 15 percent of their
cases with short stays to post-acute care is -1.1 percent
under 13 DRGs, and under all DRGs is -3.8 percent. This
policy basically targets hospitals with the greatest anmount
of site of care substitution in ternms of the focus.

So this |l eaves us with the recommendations. W
have two options here. The first one is, that the Secretary
shoul d add 13 DRGs to the post-acute transfer policy in
fiscal year 2004 as part of a three-year phase-in. It
expands the policy to all DRGs.

In terms of the buckets that we have for the

i mpacts, this would be in the category of $200 mllion to
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$600 mllion over one year, and the five-year inpact would
be in the category of $1 billion to $5 billion.

The alternative recommendation B is that the
Secretary should add 13 DRGs to the post-acute care policy
in 2004 and then evaluate the inpact before proposing
further expansions.

The one-year inpact of this policy would al so be
in the $200 mllion to $600 mllion category and the five-
year inpact would be in the $1 billion to $5 billion
category as well, but at the I ower end of that category
conpared to the first.

DR. STOAERS: Craig, obviously you were not
tal ki ng about doing this budget neutral. This was
originally presented to us to help better distribute funds
bet ween those hospitals across the country that may have

avai lability of post-acute care and those that m ght not.

That was the prem se that we started on. If in fact we were
really trying to fulfill that prem se, wouldn't this be
budget neutral rather than otherwi se? |'mjust asking that

guestion on the budget neutrality because it's conme up
several tines already.

MR. LISK: | think you have to think about that in
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the context of all the recommendations you' re considering
t oday.

MR. HACKBARTH. Let ne just pick up on that point.
If you were to apply that concept here you would need to
apply it, I think logically, in sone other places in the
package as well. For exanple, the change in the base rate,
and going to a single base rate as opposed to a differential
for the rural and other urban.

Unfortunately, | have a piece of paper that you
don't have but you can piece it all together. But the
bottomline is that if you applied this budget neutrality
concept to transfer policy and the single standardized
anount, basically they offset each other in terns of the net
budget inpact. And | think you' d have to do it for both of
them so you end up at zero. One is a plus 0.3 and the
other is a -0.3. So in terns of our aggregate budgetary
i npact you end up at the sane pl ace.

DR. STONERS: The package concept.

MR. HACKBARTH: Right.

DR WOLTER: Is that if we expand the 13 DRGs or
to all DRGs?

MR HACKBARTH: That is the 13.
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we have about what |1'd call discharging up as opposed to

di scharging down. In other words, a lot of rural or smaller

hospitals frequently on adm ssion find conplications that

they can't handle in a patient and they will discharge to a

tertiary care hospital in sone |larger community and so
forth. Are there certain presunptions about all of this
that are based on both kinds of discharges?

DR. NEWHOUSE: This is all independent of that.
That just continues as it's always been.

DR WOLTER: | want to thank both of you for
trying to address many of the questions asked last tinmne.

still have a few.

When you say that |ooking at how margi nal costs

are covered extends to DRGs to which the transfer policy

woul d apply, that still remains a little bit vague and

there's really no sources cited in the paper and that has

been said several tines; have we | ooked at all 500 DRGs?

Have we | ooked at the additional 13? Have we | ooked at a

random sanpl i ng of those beyond the 137

MR LISK: W have |looked at all 13 DRGs that are

236

i ncl uded plus a random sanpling of other DRGs that both have
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hi gh post-acute care use and actually | ow post-acute care
use, and our findings are consistent across DRGs. Then you
have the cases where you do have sone cases where the
paynent to cost ratio is bel ow one when you put in the
transfer policy, the basic transfer policy, but when you do
the nodified paynment that Julian described, their paynent to
cost ratio then goes well above one in those circunstances.
But this is consistent across all the 13 DRGs we exam ned
pl us a random sanpl e of other DRGs.

DR WOLTER: | think this is an inportant
guestion, at least for those of us in this business because
| think we believe that there is a universe of DRGs where
there's a pretty good margin and there's a universe of DRGs
where al nost always there's a negative margin. | think in
particular their proposal to extend transfer policy to al

DRGs has many of us questioning what that will do to

mar gi ns.

| would also say that | didn't quite understand
t he argunent that because there are still a nunber of short
transfer cases that we shouldn't be concerned that, | think

it's sone 72 percent on average within a given DRG where

there's a short stay transfer are actually transferred at
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| ength of stays beyond the nean geonetric | ength of stay.
So | think a nunber of us are concerned about this wll all
wor k out over time, particularly with changes in the |ast
few years where length of stays have certainly noderated in
terns of their changes.

Al'so, | think there are a nunber of us concerned
about the m x of a per diem phil osophy with the DRG
averagi ng philosophy. This is even conplicated further by
the fact that we now woul d have the DRG averagi ng
phi | osophy, the transfer policy, and the nodified transfer
policy. It does beconme a bit conplex in terns of the way
that it affects incentives.

Al so, there's a nunber of comments in the text
about overpaynent and paying twice. One of the concerns |
have does have to do with some of the conplex cases that are
currently being transferred into hospital -based SNFs.
think it's the belief of sone of us that even with what
m ght be consi dered doubl e paynent, the conbination of the
two paynents is probably not covering the total cost of
care, particularly when you |l ook on the SNF side at sone of
t he negative margins and the fact that there are nore

patients going into those hospital -based SNFs that are of
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t he high acuity and conpl ex non-rehab patients.

I'"'malso a little bit concerned about the
statenent that this will have a negligible effect on
beneficiaries. | don't know what the effects m ght be, and
certainly no one does, of extending this to all DRGs. But
if we should see an acceleration of exiting of hospital-
based SNFs, | think access to care on the part of those
hi gher acuity, nore conplex patients could possibly be
affected and I think we should be m ndful of potenti al
uni nt ended consequences.

Then |l astly, you showed a chart on the
rel ati onship of short stay transfers and margi ns which
noted is in our text and our handout as well. \Wat strikes
me there is that 58 percent of -- excuse ne, it's about 74
percent of hospitals are discharging between 25 and 33
percent of their cases to post-acute care. That's a |large
nunber. That's the second and third lines on this chart.
That's a | arge nunber of hospitals.

But this particular group actually has a ratio of
actual to expected length of stays that are within the
normal range. They also have Medicare inpatient margins,

after your adjustnents, that are not very healthy. | think
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that we're targeting in this policy, it appears we're
targeting the bottomtwo Iines which represent sonewhere
bet ween 3 percent and 15 percent of hospitals. |'mvery
concerned about the effects of expanding the transfer rule
to all DRGs because it's going to hanmmer 75 percent of
hospitals who are ill-prepared to accept it, even though if
there is a rationale to it, it may be targeted to that 13
percent and 3 percent of hospitals that are on the | ower two
lines there. And if you |look at the margins of rural and
ot her urban hospitals, | think nmy concerns would be echoed
there as well.

So | think there are sone significant issues here
t hat perhaps haven't been entirely worked out.

DR. NEWHOUSE: |1'd like to nake a coupl e points.
One is in response to Nick's point that this sonewhat m xes
t he averagi ng principle and the per diemprinciple, which |
agree, and al so sonmewhat in response to the points and the
mai | that we've all received that this underm nes the
averagi ng principle.

The point | want to nmake is, the averaging
principle isn't necessarily a good thing. |If you have cases

that you nmake profits on and cases that you take | osses on,
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you have incentives to want to try to attract to your
institution the cases you nmake profits on and shunt off to
sonmebody el se's institution the cases that you take | osses
on. So trying to cut down the variation within a DRGin
what we pay for relative to cost -- that is, to cut down
t he absol ute anounts of profits and | osses seens to ne a
good thing. So to the degree that we're underm ning the
averaging principle by doing that, that seens to nme a good
policy.

The second point | wanted to make, and this is why
| favor option A because | think this is basically good
policy, but we have had, in terns of the difference between
A and B, either way we add the 13 and the only issue is
whet her we stop or not. W've had this policy is for
several years now, if | remenber right, since '98. | think
the BBA put it in, although |I can't remenber exactly when it
was i npl enent ed.

MR LISK: Fiscal year '99.

DR. NEWHOUSE: As far as | know, nothing terribly
bad has happened in the 10 DRGs where this policy has
applied. So | don't think there's a very good case for

thinking that we would learn a lot that we don't already
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know from eval uati ng what happens to 10 nore DRGs.

Now t he i ssue of, what about the overall budget
i mpact | suggest we defer until next year, because for this
year we're only going to consider these two options, adding
the 13 DRGs. W can face next year what woul d happen in the
update factor if we go beyond the 13 DRGs.

DR WOLTER: Can | just respond to Joe's first
poi nt because | absolutely agree with it. | think we
shoul dn't probably have a system where incentives are to
carve out certain DRGs, which by the way is going on al
across the country right now. |'mjust not sure this
actually will have the effect of equalizing out where the
bottomline is in certain DRGs versus others.

DR. NEWHOUSE: That wasn't ny -- it's not the
bet ween-DRG variation, it's the within-DRG variation. So
what the transfer does is it cuts down the profits | make on
nmy short stays, and therefore ny incentives to try cream off
the short stays. Then dependi ng on what happens in the base
rate -- meaning the nean paynent -- it doesn't do anything
about the far right but it potentially shifts also right
around the nean.

DR WOLTER | think that's the problemI|'m
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raising, is that we're focusing on the short stays but we
may not have full information about how we're doing on the
| onger stays, and will we end up in a good place? Wen you
| ook at 75 percent of hospitals, the we extend to all DRGs,
having 1.3 percent of their paynents taken out when they're
already at inpatient margins with these adjustnents of -0.9
to 1.8, | think that's a significant problem At the very
| east it would argue for retaining the noney in the system
at least until we can see how the three-year reweighting of
DRGs turns out.

DR MLLER But the point of that table -- |
don't think you' re incorrect, but the point is that those
hospital s use post-acute care transfer significantly |ess
than other hospitals. That is one point here.

DR. WOLTER: They use it 25 to 33 percent of their
di scharges, and yes, that is significantly |ess than those
using it 43 to 50, but it's still a significant nunber of
their cases that they're discharging to post-acute care.

MR LISK No, it's the first colum. It's the
first colum in terns of the percent of cases that are
affected by the policy.

DR WOLTER: What's the third colum then, Mark
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where it says percent of cases discharged to post-acute
care?

DR. NEWHOUSE: It's all cases discharged to post-
acute and the first colum --

DR RONE: It's just the short stay that they're
focusing on, Nick, soit's the left-hand colum. It's a
very small effect for those first couple hospitals.

MR LISK: W're just showi ng that of those who
have a | ot of short stay transfers, they do have nore cases
that are discharged to post-acute care.

MR. HACKBARTH: Can we turn to the recomendati on
page for a second? Joe, you had a comment on the structure
of the recommendations that wasn't sure that | followed.

So sone other reactions on the two reconmendati ons
that are on the table? W can just wait and then vote
sequentially on them or if there's a clear consensus we can
save ourselves sone tine later on. Any thoughts?

MR. MIULLER A brief question. Insofar as we
think that these transfers are largely driven by financial
rather than clinical considerations, if we change the
financial incentives wouldn't we therefore logically assune

that they'll change their behavior and then we don't save
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any noney on this?

MR LISK: No. W're not inplying that the first
point that you're naking is that this is perfect -- in terns
of what hospitals are doing in terns of discharging these
cases of short stays is likely perfectly clinically
appropriate. Wat we are saying though is that because
t hose cases needed to be discharged to post-acute care, that
| ess services are being provided. |If those cases weren't
di scharged to post-acute care they would have stayed in the
hospital | onger and had hi gher costs.

So what we're accounting for is site of care
substitution that nmay have occurred for those short stay
cases and reducing the DRG paynent for those instances where
t hat occurs.

MR. HACKBARTH. Any ot her pressing comments on
this one?

M5. DePARLE: Just a question. |In the letter that
we got fromthe American Hospital Association, | think maybe
in the comments that they nmade at the | ast session of public
comment period, they suggest a concern that the
recomendati ons we were considering at the last neeting did

not suggest returning the savings fromthis policy or from
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expansion of the transfer policy to the base DRG rates,
whi ch they say was a concept that MedPAC endorsed in June
2001. | wasn't here then. | just wondered if soneone coul d
comment on whether that's the case and what the thinking was
t hen.

MR. PETTENG LL: That was di scussed in the June
2001 report which was about health care in rural Anmerica and
Medicare in rural America. The context was ways in which --
and actually it was a mstake, | think to put together the
redi stributive inpact of the expanded transfer policy with
t he question of whether aggregate paynents are adequate in
t he prospective paynent system They're two separate
guesti ons.

| f you believe that the transfers result in |ess
service to patients and therefore | ess cost to hospitals,
and you shouldn't pay for sonmething you re not getting, then
you should take the noney away. And if it turns out that
you al so believe that paynents are not adequate in the
aggregate, then you should do sonething about that. But
it's a separate issue.

DR WOLTER: I'Il try one nore tine. |If you |ook

at the distributional inpact of expanding transfer policy to
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all DRGs, | think at least the point | was just trying to
make at |east partly holds, because even if you're
transferring patients who are affected by the policy
somewher e between 2 percent and 10 percent of the tinme, if
the transfer policy extended to all DRGs it would reduce
paynment by 0.7 to 1.3 percent, if I'"'mreading this
correctly. And that would be the group that always has

i npatient margins with your adjustnents of -0.9 to 1.8 and |
think that's a concern.

MR, PETTENG LL: N ck, it's actually the group
that has margins in that range after you excl ude revenues
from DSH and | ME above cost.

DR. WOLTER: | understand that.

MR. PETTENG LL: Wiich isn't the sane thing. |If
you wanted to know the answer to that you'd have to | ook at
the inpatient margin, the full inpatient margin, to tell you
where hospitals really are. W took the DSH and | ME above
cost revenues out because we didn't want themto distort the
pattern that you can see in the margins on the base rate.

DR. WOLTER: | understand that, although if you
| ook at other urban and rural margins, as you' ve just

suggested, | think that the transfer policy, since it's
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roughly going to affect themthe sane as ot her groups, the
i npact |'mtal ki ng about woul d exi st.

MR. HACKBARTH. | sense a waning of our collective
energy, or at |east my individual energy, so l'mgoing to
ask that we nove ahead. Again, we wll come back to vote on
t he recommendati ons at the end.

Next up is the previous MedPAC rura
recommendations. Here | think we can nove very quickly, if
not at the speed of light, since these are -- we have
considered these at length. They are recommendati ons that
we have already made in other contexts. So if you could
gi ve us the one-m nute version, Jack, that would be real
hel pful .

MR. ASHBY: Al right, I will be unusually brief
t hen, especially for ne, | suppose.

This first slide I'll just pass right over. This
speaks for itself. W have four previously made
recommendations. To get right on to the first of them
i npl enenting a | owvol unme adjustnment. Just in short, the
rational e was based on the fact that hospitals with | ow
vol une really do have higher costs, and they have | ower

margins. So with that 1"'mgoing to go right to the draft
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reconmendati on.

The reconmendation | anguage is pretty clear; enact
a |l owvol une adjustnent. But we do have an issue here that
we need to tal k about that came up last tinme. That is that
ideally we want to restrict the adjustnent to hospitals that
are playing a significant role in protecting access to care.

There are two ways that we can do that. One is
the one that we raised last time, that we could restrict it
to hospitals that are nore than 15 mles away from anot her

facility. But it was suggested that since the savings from

doing so are very small -- and indeed, that is the case,
they are very small -- perhaps we ought to just not bother
with it and nmake the adjustnent available to all |ow vol une
hospi tal s.

But | did want to point out one potential problem
with doing so, and that is that we have anecdotal evidence
t hat suggests that sone very small specialty hospitals have
been built or in the process of being built in urban areas
that mght then qualify for the adjustnment. Cearly, it
seens that facilities of that type would not be in need of
speci al assistance and to give themthat, or to let them

qualify mght further unlevel the playing field for
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specialty services.

So one sinple way to get around that problemis to
sinply say that we restrict this adjustnment to hospitals
that are located in rural areas. But that's not airtight.
It's conceivable we could have a specialty hospital in a
rural area. Also conceivable you could have an isol ated
hospital that's in a nomnally urban area. So we have to
pi ck between these two.

MR. HACKBARTH: If | may I1'd Iike to cut to the
chase on this one. | recognize the dollar inpact of the 15-
mle limt is mnuscule. To ne it's nore inportant as a
conceptual point than a fiscal point. | don't think that we
ought to be in the business of providing additional paynents
to | owvolunme hospitals that are | ow vol une just because
they' re next door to another hospital. Just as a matter of
principle that woul d bother nme, even if the dollar effect
were small. So | would strongly reconmmend that we stick
with our original formulation which was option nunber one
her e.

MR. FEEZOR: | just think 15 is too small.

MR. HACKBARTH. That may be, but we could spend

t he next 45 m nutes debating what the right nunber is and
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|"d just as soon not do that. | think the point is nade
wi th recommendati on nunber one.

Ckay, Jack, next up?

MR. ASHBY: Next up is re-evaluating the |abor
share. In short, we have evidence that suggests that the
| abor share may be set too high but we have not yet done an
anal ysis that is designed to isolate the "best" |abor share
for the hospital industry as a whole. So because of that we
have worded the recommendation in this general way, that the
Secretary should re-evaluate the | abor share that is used --

DR. NEWHOUSE: Jack, why do we have to have one
| abor share for the industry as a whole if the | abor shares
inmportantly differ between urban and rural areas?

MR, ASHBY: | think the concernis that if we get
into nultiple | abor shares then we set up a scenari o where
there may be an incentive to mani pul ate your | abor share.
And that's the last thing we need is to have one nore
opportunity for hospitals to do things to maxim ze their
paynents.

DR. NEWHOUSE: Wait a mnute. You' ve still got
hundreds of hospitals in each of those categories so if you

mani pul ate your share you're still not doing anything to the
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nmean.

MR. ASHBY: That of course depends on how far you
go in disaggregating it. But let ne point out too that the
research suggests that if we had a separate | abor share for
urban and for rural what we would actually end up with is
the | abor share woul d be higher in rural areas and not
| ower .

DR. NEWHOUSE: How much hi gher?

MR. ASHBY: That again gets back to the analytica
thing. It's really hard to peg that down.

DR. NEWHOUSE: | was going to your issue that you
were going to spend tine analyzing the best single rate, and
|"mnot sure that's the best way for you to use your tine,
but I'll see what others have to say.

MR. HACKBARTH. Joe, | can see your conceptual
point but it doesn't seemtinely right now W could have
rai sed that issue sonetinme in 2001 when we first considered
this recommendation. So if we want to at a | ater point open
up that conceptual issue we can, but it's too late for this
pur pose.

DR. NEWHOUSE: It goes to how this draft

recommendation is going to be inplenmented, what we nean by
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MR. HACKBARTH: This assunes a single | abor share
and that's what it's been since we first considered it two
years ago. |If at sone point in the future, in the next
cycle we want to say, maybe we ought to think about, okay.
But we can't resolve that today. W're voting now, not
openi ng up new i ssues.

MR. ASHBY: The budget inplications of this one
are none. This would be inplenmented budget neutrally.

The third recommendation has to do with
elimnating the base rate differential. Here again the
evidence is pretty clear that there is no rationale for a
differential and the margins are in the same direction.

So the draft recomendati on here reads,

i npl enenting this, phasing out the differential over two
years. Here we do need to nmake note of the fact that there
are budget inplications here. The increase would be in the
category of $200 million to $600 million in one year, and in
the category of $1 billion to $5 billion over five years.

| did want to point out too that one of the

concerns we received fromindustry here was that this should

be structured with new nonies and not with a differenti al
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update, and as we can see that's what we are proposing to do
in this case.

Then the last one has to do with raising the cap
on DSH paynents. W don't need to go through this again too
but I did want to just rem nd everybody there is a | arger
major reformin the offing here and that this is an interim
neasure to get us through to the point where unconpensated
care data will be available and we can then reformthe
entire system

The recommendations is drafted as sinply raise the
cap fromb5.25 to 10 percent. But we have an issue here |eft
over fromthe |ast neeting and that is whether to phase this
in over two years or five years, as we see on this next
page. Both the Senate and the House proposed the five-year
phase-in in their respective bills last sunmer. The two-
year phase-in, on the other hand, would first speed relief,
if you wll, but also it in theory would allow us to be done
with this phase-in by the tinme the unconpensated care are
avai lable to reformthe system Although | have to put in a
maj or cautionary note that that's in theory. The odds of a
conpl ete DSH package being ready to inplenment two years from

now are probably not very good, but in theory it could



10

11

12

13

14

15

16

17

18

19

20

21

22

255
happen.

M5. BURKE: Jack, could you just remnd nme in
short form of what the intended newly, great revised DSH
paynent strategy is supposed to be?

MR. ASHBY: The | arger refornf

MS. BURKE: Right.

MR. ASHBY: The larger reformwould do two things.
One is it would bring unconpensated care into the
cal cul ation of |ow incone shares that are used to distribute
the paynents. So we would be allocating the paynments nore
closely to the actual unconpensated care that hospitals
have.

But the other objective of it was then to treat
all hospitals equally. The thought was once we are using
the correct allocation nmechanismthen why not have a single
distribution fornmula for all hospital s?

Thi s one again does have --

DR. WAKEFI ELD: Can | ask a question?

MR. ASHBY: | was just going to do the budget
i nplications but you can go ahead an ask a question if you
like.

DR. WAKEFI ELD: Go ahead with the budget --
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MR. ASHBY: | did have to point out that this does
have budget inplications. It would increase paynents in the
category of less than $50 mllion if we go for the first

year if we go with the five-year phase-in, and it bunps up
to the $50 million to $200 mllion category if we go with
the two-year phase-in. Under both phase-in approaches we
end up in the less than $1 billion category over five years.

DR. WAKEFI ELD: | just wanted to express support
for phasing this in over two years. There's anple
justification for raising the DSH cap. A year has al ready
ticked by, at least, in the tine since we first nmade our
recommendation. Wile | understand that the issue here
m ght be budget inplications, | also think that there's sone
real inequity for rural hospitals until this cap gets
raised. So | understand why we've got it phased in over
five years, but | think that that's holding rural hospitals
hostage in a way that our evidence woul d suggest is
i nappropriate. So | just wanted to speak to that.

MR. HACKBARTH. | agree with that. | too would
like to see it two years. It seens a bit anomalous to nme to
say, this is a stopgap change in lieu of the overall reform

but we're going to inplenent it over a five-year period. |
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think the issue is a bit nore urgent than that, both
financially and in terns of equity, so | wuld |like to see
us do it in two years.

MR. ASHBY: All right, then on our speed-through
techni que we just have one nore slide and that is the inpact
of these four rural recommendations. Let nme go right to the
-- first of all, let nme point out that on the left we have
the baseline margin here. This is kind of a new concept.
This is the actual 2000 margin then adjusted for the 2001
i ncrease in DSH paynent and the 2003 cut in | ME paynent.
It's a better indicator of our starting point going into
t hese recomendati ons.

| f you would go to the rural line you' |l see that
the inpact is a one-year inpact of an increase of 1.3
percent in their paynents. That is with the two-year phase-
in that we were just tal king about. Notice al so that
despite this package being billed as inprovenents in rura
hospi tal paynents, there is also a 0.8 percent increase in
paynents for other urban hospitals. That's due to
elimnation of the base rate differential.

Finally, you'll notice that |arger urban hospitals

do lose 1/10th. That is due to the | abor share issue. That
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one is redistributive, done budget neutral. So these are
the i npacts, unless anybody has any questi ons.

MR. HACKBARTH. Thank you, Jack. | think we're
ready to nove on to the inpatient update. Are you doing
that as well?

MR. ASHBY: No, Timis.

MR. GREENE: As we discussed earlier you're
considering the update for inpatient paynent rates for
fiscal year 2004. By current |law the paynent rates will be
updated by the rate of increase in the marketbasket, unless
Congress acts otherwise. $86 billion was spent on inpatient
PPS paynents in 2001. This is forecast to increase at a
rate of 6.4 percent a year, reaching $103 billion in fiscal
year 2004 according to CBO. Inpatient PPS paynents affect
care for alnost 12 mllion Medicare discharges.

Now as we've di scussed previously, the MedPAC
updat e approach and the paynent adequacy franmework first
| ooks at paynent adequacy in the current year, which we've
addressed, then turns to changes in costs of efficient
providers anticipated in the paynent year. In this context
we consider changes in input prices and other factors. CMS

measures i nput prices, as you know, with the hospital
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mar ket basket, the operating marketbasket in this case.

MR, HACKBARTH: Tim | don't want you to feel left
out. I'mgoing to harass you equally with everybody el se.
|"d really ask that we nove to the bottomline here. W're
famliar with the framework and all that. 1In this case
t hi nk peopl e even know the bottomline pretty well.

MR. GREENE: Agreed. As you can see, marketbasket
is growng but it's forecasted to grow nore slowy, nostly
notably 3, 4, and 5 percent in the paynent year,
considerably |l ess than now, which parallels what | was
describing earlier which is slowing growth in hospital
wages. As you know, we take countertechnol ogi cal change, or
make an all owance for technol ogi cal change. W estimate 0.5
percent in addition to hospital costs would be appropriate
to take account of anticipated technology costs. W base
that partly on the fact that CVM5 has approved only one new
technol ogy this year for paynent under the inpatient
t echnol ogy pass-through program which suggests that there's
not that nmuch with great expenses out there.

Finally, we make a productivity adjustnment. W
use a ten-year average of multifactor productivity neasure

that's been di scussed several tines. It's a neasure the
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Comm ssion has used for sonme tinme and it shows steady grown
over the |l ast decade. So the nunbers we're seeing here are
consi derably higher than they would be two, three, four
years ago.

The draft recommendation states that the increase
in PPS inpatient paynent rate should be set increase in the
hospi tal narketbasket |ess 0.4 percent. That reflects an
al | omance for science and technol ogy of a half a percentage
point, net of a 0.9 percent adjustnent for anticipated
productivity change.

Budget inplications are a reduction in spending
since current |aw would be increase in the marketbasket and
t he recommendation is increase in the marketbasket |ess than
0.4 percent. W expect a one-year savings between $200
mllion and $600 million in that budget category and a five-
year savings of between $1 billion and $5 billi on.

"1l take any questions or we can just -- do you
want me to go on -- do you want to discuss it or continue --

DR MLLER Let's do the inpacts.

MR. GREENE: This is a summary inpact table that
pul I s together the marketbasket information and the update

of fset, the -0.4 percent and the distributional inpact



10

11

12

13

14

15

16

17

18

19

20

21

22

261

information that you saw earlier. The distributional
changes reflect the rural recomendations and the | ME
recommendati on you' ve been di scussing, and transfer.

MR. HACKBARTH. This is the whole --

MR. GREENE: This is the whol e package, right.

MR. HACKBARTH: This is the net effect of
everything in the inpatient package?

MR GREENE: Yes. The DSH case we include is the
t wo- year phase-in.

DR. MLLER Though it has mnor effects if you go
t he ot her way.

MR GREENE: Yes, it nmmkes sone difference.

DR MLLER Overall. The way to absorb this
table, noving fromleft to right is, the marketbasket
increase in current lawis currently estimted, the straight
reduction off of the update, that recomrendation, the -0.4,
and then a set of distributional changes fromI Mg, and
transfers, and the rural policies, and then a net -- the
actual increase in paynents for the sets of hospitals after
t hose changes. That's how you read that table fromleft to
right.

MR. HACKBARTH. So | ooking at that first of row of
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all, with the conbination of the update offset and the

di stributional changes, we're tal king about for the
aggregat e package a net effect of narketbasket -0.7. Am]
reading it correctly, Mark?

DR. MLLER That's right.

MR. ASHBY: | think the thing to renenber is this
is all 2004, so this is the first year in all cases.
There's about five different recommendations that have a
first-year inpact and that's what we're capturing.

MR. HACKBARTH: Any questions about this? About
this table in particular?

MS. RAPHAEL: No, about an earlier table.

DR REI SCHAUER: Just one rem nder about this
table which is that while colums one and two apply to every

hospital, colum four is the average for groups. So within

the group there will be different hospitals com ng out
differently.
MS. RAPHAEL: | just had one quick question, Jack.

On the chart that says accounting for cost change in the
com ng year, you have hospital marketbasket increases and
forecast. The ones for '01 and '02 were the actual

i ncreases?
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MR, ASHBY: Yes.

M5. RAPHAEL: Are there errors in what we
forecast, and how are errors handled in the hospital update?

MR. GREENE: They're not reflected in the update.
These nunbers are actual historical nunbers now, the 2001,
2002. '03 and '04 are forecasts. W don't nake explicit
adj ustnments for forecasts error.

DR MLLER But, Tim when we forecast forward
for purposes of calculating the margin, we use --

MR. CREENE: The actual historical --

DR MLLER If that data has been corrected, then
we use the corrected data; is that right?

MR. GREENE: Yes.

DR MLLER So in that sense, for judgi ng where
they are -- and | don't want to say this wong. W do use
t he accurate market basket .

MR. CREENE: Yes, certainly.

MR. HACKBARTH. W don't recommend each year that
the policy -- the recomendati on for the update go back and
correct. W reflect it for underlying analysis of what's
happening. W used to do that, but that's one of the things

t hat we changed when we went to the new franmeworKk.
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Anyt hing el se that you needed to present?

MR. GREENE: We just didn't go back to the margin
chart. You saw this before. |'mputting it up again
because it is of interest in the decision-naking process.
As you recall, our estimate of the overall Medicare margin
for 2003 is 3.9 percentage points conpared to 5 percent in
2000, with an increase in rural and decreases in other
cat egori es.

MR. HACKBARTH: Just to be clear, this is the
original estimate of margins. This is not adjusted to
reflect the policy recomrendati ons.

MR. GREENE: Exactly.

MR. HACKBARTH: Ckay. Are we ready to nove on
then to the outpatient update?

MR. ASHBY: Did you want to do the outpatient
update first before we vote on the inpatient? | thought we
woul d conplete the inpatient first.

MR. HACKBARTH. Wy don't we get it all out, Jack,
and then conme back to the recomendati ons? Thank you.

Chant al ?

DR. WORZALA: (&ood afternoon. [I'll try to be as

brief as | can. | knowit's getting very |ate.
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This presentation | ooks remarkably |ike the one
you saw in Decenber so I'Il only highlight what has changed.
This is sone information for you that gives background and
context. W are doing an update for cal endar year 2004.

The current |aw update i s market basket.

Ti m previ ously went through paynent adequacy for
the hospital as a whole. These are the things that he
| ooked at .

Here |'m present you sone new i nformation which
gi ves you our outpatient margins for 1999 and 2000. |I'm
gi ving you the sector specific nunbers primarily as a point
of information for purposes of conparing across groups and
to show the change from'99 to 2000. You'll recall that the
out patient PPS was inplenented in August 2000 so these 2000
mar gi ns here do span the inplenentation of a new paynent
system Since hospitals have different cost reporting
periods, the margin calculation has a m x of pre-PPS
experi ence and post-PPS experience.

G ven this, we did calculate the margin for al
out patient services, not just outpatient PPS services. This
al so allows us to conpare over tinme since we previously

didn't have an outpatient PPS
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The out patient margins are negative. The average
across all hospitals was -16.4 in 1999, increasing to -13.7
in 2000. W don't know the true outpatient margin. This is
our estimte of what the cost reports tell us. W think
that much of the | arge negative nunbers here are
attributable to the cost allocation issues that Tim
descri bed previously, where the inpatient margins tend to be
overstated and the outpatient margi ns understated. The best
estimate we have of the overstatenent of outpatient costs is
15 to 20 percent.

The increase in the outpatient margin from'99 to
2000 is consistent with policies inplenmented under the
outpatient PPS. PPS included hold harm ess and transitional
corridor paynents that put new funds into the paynent
system In addition, the pass-through paynments were not
i npl enented in a budget neutral manner until April 2002, so
extra funds were put into the systemthrough the pass-
t hrough paynent.

In | ooking at urban versus rural hospitals, the
margins are fairly simlar although the inprovenent from' 99
to 2000 is greater in urban hospitals. O course the |ast

two colums on this table show the overall Medicare margin
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which we feel is the nost appropriate for assessing paynent
adequacy, and it puts the outpatient nmargins in the context
of a hospital as a whol e.

The update factors that we considered are those
that you' ve heard a few tines today. The outpatient PPS is
a bit unique in that technol ogy costs are addressed
specifically through two nechani snms, the new technol ogy APCs
whi ch are not budget neutral paynents so each service
provi ded does result in additional paynent. There about 75
servi ces covered by new tech APCs in 2003. There are an
additional five applications under review. An exanple of
sonet hi ng covered under a new technol ogy APC is a PET scan.
Since these costs are dealt with directly and result in
addi tional paynent we don't see the need to factor that into
t he update cal cul ati on.

The pass-through paynents, as we've di scussed
before --

MR. MIULLER  We usual ly have 0.5 on technol ogy.
Is that worth 0.57

DR. WORZALA: Are you saying, have the new
t echnol ogy APC paynents equal to 0.5 percent of the total?

MR, MJILLER: Yes.
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DR WORZALA: | think we would have to | ook for

anot her year of experience. | haven't actually cal cul ated
but it would be slightly less than that, | think, in the
2001 experience. | wouldn't want to give you a nunber until
|'d done the math but | would guess that it's closer to
0.025 rather than -- that's ny quick math in ny head.

MR. HACKBARTH. There are other instances where,
because of the structure of the paynent system we take a
productivity adjustnment but do not add back anything for
technol ogy. For exanple, physician paynment. There the
logic is, we're tal king about such small bundles that the
way new technology is reflected there in higher expenditure
is by new procedures being added and bei ng used nore
frequently. So it's nore or |ess self-correcting.

Here we're applying that argunent plus the
addi ti onal argunent that we have the new service APCs as an
automati c nmechanism So that's the reason for not using the
policy factor of O0.5.

DR. WORZALA: That's right. Then for other Kkinds
of technol ogies that are not new services we have the pass-
t hrough payments for things that are an input to a service

such as a drug or a nedical device, and those are covered
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t hrough the pass-through paynents.

That is a budget neutral provision. However, it
| ooks like in 2003 paynents will equal the pool set aside
for pass-through, so this isn't a place where we're seeing
| arge pro rata reductions in the pass-through paynents which
m ght then need to be factored into the update cal cul ati on.

Looki ng forward, there are about two dozen drugs
and five devices on the pass-through list in 2003. There
are less than 10 applications for additional new
t echnol ogi es pendi ng whi ch suggests there's not a whole | ot
of action in this area.

Al so, just on the pass-throughs, note that we did
end up putting extra noney into the systemthrough the pass-
t hrough. 1 n 2001, pass-through paynents shoul d have been
limted to about 2.5 percent of total paynments but they cane
out to be about 8 percent of total, paynments. So there was
excess spendi ng of about $750 nmillion on these itens in
2001. For these reasons we've determ ned that technol ogy
costs do not need to be factored into the update for 2004.
The final factor would be the productivity increase.

So putting these things together, we go to the

foll ow ng draft recommendati on for your consideration. The
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Congress should increase paynent rates for the outpatient
PPS by the rate of increase in the hospital marketbasket

| ess 0.9 percent for cal endar year 2004. This
recommendat i on woul d decrease spending in conparison to
current law. The one-year inpact falls into the category of
savi ngs between $50 million and $200 million, and over five
years the savings would be in the category of between $250
mllion and $1 billion.

That's it.

MR, HACKBARTH. Questions or comrents?

kay, | think we're ready now to turn to voting on
t he reconmendati ons.

M5. ROSENBLATT: | just want to make a general
comment on the recommendation that G enn and | discussed but
| wanted to get this out publicly. 1've been quiet all day.

There was a comment that | think Timnmade about
| ess pressure fromother payers, which | don't believe is
true at all. Alan is laughing wwth me. There's been a | ot
of pressure fromother payers, but | think that the
situation is changing as evidenced by the decrease in the
margin that we're seeing. | have an overall concern about

the inpact of the total package here. The nodification
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woul d suggest before we vote is that even though Julian said
it was not the right thing to do, theoretically when Nancy-
Ann raised the point of putting the distributional effects
back into the base ny concern, given the trend |ine on these
margins, is that we should put -- that our recommendation
shoul d be to put the distributional inpact back into the
base.

If | understand the nunbers correctly, each 1
percent is worth about $1 billion, so 0.3 is about $300
mllion is ny guess.

MR. HACKBARTH. Actually it wasn't Julian who said
that that wasn't the right thing to do.

Let nme just go through these one by one. | think
the argunent for doing it on a budget neutral basis has been
nost prom nent around the transfer policy. A nunber of
conmi ssioners nmentioned it in that context. There are clear
argunments for doing it that way.

But | think if we start doing these distributional
changes on a budget neutral basis we cannot single out that
one and we've got to do it elsewhere. So next on the list |
t hi nk woul d be going to a single standardi zed anobunt, and

you woul d need to do that on a budget neutral basis. The
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current recommendation is to do it wth new noney.

Now t he net budgetary inpact of going to a single
standardi zed anount is to increase outlays by 0.3 percent.
By coincidence, the net effect of the transfer policy, not
on a budget neutral basis, is a -0.3 percent. So they're
basically offsetting. So |I think the net effect in terns of
how much noney goes into the pool of those two is the sane
whet her you do t hem budget neutral or not, just because by
coi nci dence they happen to be offsetting.

There are all other proposals in here |like the I ME
proposal where, at least | personally, and other
commi ssioners nmay di sagree, feel like the Congress has
clearly established that those changes are not budget
neutral. The Congress, when it has changed the | ME
adj ust mrent has taken savings for that, or when they've
frozen al ready enacted reductions, that they' ve added costs
for that. So for us to pretend |ike we can set one set of
rul es about budget neutrality independent of what the
Congress has done | think is -- that's just an academc
di scussi on.

Sonme of the other pieces |ike reducing | abor share

we' ve al ways tal ked about as being budget neutral
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conceptually. So if you go through them one by one | think
you end up in the sane place in terns of the bottomline
impact. The two big ones again are transfers and the
standar di zed anount and they happen, just by coincidence, to
be offsetting. So | think we could spend a |ot of tine
tal king about this only to end up at the sane place in terns
of the dollars going into the system That's why |'ve tried
to -- we have enough conplicated i ssues ongoing and | just
didn't think that that was a productive use of our
col l ective tine.

MS. ROSENBLATT: Let nme also raise the issue --
Carol was very el oquent before about let nme just give you a
warning. | want to say the sanme thing. | am concerned
about the inpact of this package on comrercial prem uns due
to the cost shift effect, which we've got historical
evi dence that whenever the hospitals feel pressure, it
shifts out. W're already seeing double-digit increases.

Wuld it be possible to nodify the recomendati on, because

we're dealing with year 2000 data and updating it -- that if
we see sone kind of trigger -- and I don't know what that
trigger is going to be -- that there may be tinme to change

it. But | do have concerns and | think a warning is
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necessary on this package.

MR. HACKBARTH. The nornmal gl obal mechani sm for
deal ing with changed circunmstances, projections that turn
out to be in error is, for better or for worse we do this
every year. And Congress, if sonething happens in the next
several nonths they can always take it into account, and in
any event we'll all be back to it again next year.

Again, I'd like to try to establish sonme context
for this. The aggregate inpact of the whole hospital
i npati ent package i s narketbasket by mnus 0.7 percent,
which certainly isn't out of the normof what's happened
recently through the legislative process if you | ook over
the last 10 years or sonmething. |If you |look at MedPAC s
recomendati on of |ast year, the aggregate inpact was
mar ket basket .

The real difference when you boil it all down
bet ween where MedPAC was | ast year and this year is the
transfer policy and the I ME. Those are inportant policy
changes and everybody's going to have their chance to vote
on themin just a mnute. But | don't think that either one
represents a policy that cane out of left field. They are

ideas that this comm ssion and others have debated for a
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long tine. So in that sense, | don't think that we've been
hasty by any stretch on either of those issues. | think
we' ve been quite deliberative.

So what | would ask is that we turn to the process
of voting on the recomrendati ons.

DR. WAKEFI ELD: d enn, are we going to hear Jack's
recomrendati on before we vote on the IMg, the first one? In
ot her words are these at all mnutually exclusive?

MR. HACKBARTH: | think that's a good point, Mary.
VWhat | would like to do is vote on the recommendation. This
t hi ng has been around. | think we need to vote up or down
on the original staff recomendation, and then we will vote
on Jack's. But | think all the conm ssioners ought to hear
Jack's before the first vote so, Jack, do you want to go
ahead?

DR. ROAE: Yes. Let ne explain what | have in
mnd that's up there. Congress should phase out the portion
of | ME paynents beyond the enpirical costs of teaching over
the course of four years, and during that time establish and
i npl enent a nmechanismto broaden the definition of enpirica
costs of teaching to include explicit expenditures that

enhance educational effective and i nnovati on and i ncrease
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the quality of care.

Now what | had here, before we go on, is | don't
what to go sideways for four years while we study it and
then decide that we're going to start cutting it, and then
we' |l be here like we have been in the transfer and other
t hi ngs saying, four years wasn't enough and we need to study
it longer, and just a couple nore years, et cetera. So |
want to have a trigger that this actually starts to decline
as this thing has to get phased in, so sonebody is going to
have to start for doing sonmething fairly soon

Then it goes on, such funds should be allocated on
t he basis of nmeasurable outcomes. Leave that anbi guous as
to -- that's not quality of care necessarily. That may be
process outcones. They have to prove they did sonething.
These expenditures might include information systens,
devel opnent and i npl enentati on of new clinical curricula,
and interdisciplinary clinical training prograns.

The next recommendation that | wite will be ny
second, so | don't have a great pride of authorship, so cut
me sone slack here, but this is, in general, what | think we
di scussed.

DR. NELSON: Jack, | can see how this could
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i nvol ve a separate category of cost reporting that could be
an enornous hassle, in addition to the current hassle.
That's enough for me to worry about this and vote no just on
t hat basis.

DR. ROAE: Then it goes away. That's the option,
| think. 1'mopen to suggestions about how it could be done
otherwi se, but | don't think there's nmuch appetite in
Congress for just giving -- the idea here is to get rid of
t he subsidy and give noney for sonething explicit. |If
that's the idea, then they have to report that they actually
did the thing that we're paying for, and you can't do that
wi thout reporting. | think it's not realistic to think that
Congress is going to just keep giving the subsidy and they
can spend it for whatever. There's got to be sone
di sci pline, | think.

MR SM TH  Jack makes the best case for
supporting his substitute when he argues that the alternate
is that the noney goes away entirely. | don't know whet her
he's right about that or not. But | do know that if we
support Jack's notion which encourages activity that we
ought to want to encourage, and we do it in a way that

requires that the funds actually be spent on that activity,
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that hospitals will no | onger be able to spend noney on

what ever they're now buying with the portion of |IME above
the enpirical costs. W have evidence -- we don't know
entirely what they're buying, but we have evidence that the
hospitals that get the nost of those resources are also the
hospitals that do the nost buying of sonmething we all care
about, which is the purchase of -- paynent for unconpensated
care.

The only reason about for -- if you are concerned
about the staff recommendation for those reasons, the only
reason to vote for the Rowe notion is because you believe
that the alternative is that we get nothing. | think that's

unwi se as a matter of policy and certainly cloudy as a

matter of prediction and | hope we'll forbear at this point
and vote no on both opportunities. That we will vote no on
t he reconmmendati on as presented originally had should -- we

woul d then be asked to vote one way or another on Jack's
substitute and |1'd hope we'd al so vote no, neaning we'd have
no reconmendati on.

MR. MIULLER. denn, if | understand your process,
if we vote no on the staff recommendati on then we can either

decide to go to Jack's notion or not go to it.
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MR SMTH  Presumably we'd go to it.

MR. MILER So if we vote no on the staff
recomrendati on, we can then deci de whether we want anot her
nmotion or not, if we vote no. So why don't we vote on that
and then we see whether --

MR. HACKBARTH. |'m not 100 percent sure that |'m
following inplication.

DR. REI SCHAUER They're saying we don't have to
have a debate about the nmerits of Jack's because if there's
huge support for the staff recommendati on, which | sense in
the room then Jack can just go hone.

MR. HACKBARTH. [|f, | suppose, is the key word
there. 1'd like to just vote on both of them sequentially.
Jack's would be in the nature of a substitute. So let's
say, just for the sake of argunent that there was a majority
for yes on the first one, then you wouldn't be voting for
Jack's. You'd vote no on Jack's.

MR SMTH O yes. It seens to ne, denn, that
some of our colleagues are likely to be willing to vote no
on the staff recomrendati on because they have an opportunity
to vote yes on Jack's. So it seens to ne you need to offer

us the follow ng option. Regardless of how we vote on the
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staff reconmmendation, we then either get to vote on Jack's
as a substitute or on Jack's as a freestanding resol ution.

MR. HACKBARTH. That's what | contenplate is there
will be two votes, right.

M5. BURKE: Just the following, prior to the vote.
| woul d hope, not know ng what the outcone of the vote would
be, but were the outcone of the vote that neither policy was
agreed to, | would hope that that wouldn't prevent a
conversation fromoccurring at sone point that very nuch
foll ows Jack's track, which is that we need to nove to a
policy that essentially explicitly pays for a particul ar
activity if we in fact fundanmentally believe in the
activity.

And | would hope that if, for whatever reason, it
remai ns an option for the future, even if we pass the staff
recommendation, | think it is something well with discussing
in some detail. | think there are sone issues about how one
does it that are a problemhere, but | think philosophically
it's sonething that ought to be discussed.

MR. HACKBARTH. So what | hear you saying is, sone
peopl e m ght feel conpelled to vote no because it's not

quite formul ated the right way, but that shouldn't foreclose
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all future discussion of the concept.

DR. STOAERS:. | wonder on Jack's if anyone would
object to just limting it to the first paragraph. It seens
like to nme that that gets too specific. | think what we're

| ooking for is to redefine the enpirical thing, and then we
have those goals there, and the what Alan is saying. |
think we'd be just better to stay with the very first --

DR RONE: It's a reflection of nmy naivete as a
recommendation drafter.

DR. STONERS: The other could go in the text

MR. HACKBARTH. | agree with that, Ray. | think
sonetimes adding nore isn't hel pful and actually nmakes it
wor se.

DR RONE: If | had nore tinme to draft it, it
woul d have been shorter.

MR. HACKBARTH:. Right. Thank you, M. Twain.

So on the particular issue, is there agreenent
that Jack's -- | guess it's up to Jack, isn't it, if he
wants to just offer the first page, it's his choice.

DR. RONE: Sure.

MR. HACKBARTH. So we're going to just do the

first page on Jack's. Al right.
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DR. WAKEFI ELD: Could we hear the first part of

Jack's agai n please? Jack are you suggesting that those
dol l ars for educational effective and innovation, and
increasing quality of care, would be retained by teaching
hospitals? That, is, the facilities that currently are
receiving those I ME paynents? O does this have any
inplication for, for exanple, residency training in primary
care settings or other kinds of settings that speaks to
i nnovation and increasing quality of care, et cetera? Wiere
are those dollars going to go? Are they going to continue
to drive into the facilities that are receiving these | ME
paynents today or are we tal king about the potential to
enhance educational effectiveness even outside of the
facility?

| also want to nake the coment on
interdisciplinary teamtraining. |'ma big advocate of
that, having served on the Quality Chasm conmttee report,
been part of all of that. | also say that, frankly, if
we're starting sone of that at residency training or
graduate nursing training or anyplace else, we're starting
out way too late. That's the kind of thing that needs to be

enbedded in the first year of nedical school as far as I'm
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concerned, and the first year of nursing and so on. So
those are inportant things to target that were on the second
paragraph but I'mnot sure that residency training is the
vehicle for getting there.

The last thing I'd say is if we're concerned about
quality of care and access to care, we've heard repeatedly -
- and we're now tal king about this for educational purposes
-- we've heard repeatedly about the | ack of access to nurses
and inplications for access to health care services for
Medi care beneficiaries. While we don't want to go there
either, I'd say if now we're going to refocus our attention
on education for quality and education for access, we've
seen data that show us clearly the |inkage between nunbers
of nurses and facilities and poor patient outcones, and we
al so have heard repeatedly fromthe different sectors of the
i ndustry about |inkage between access to that part of the
nur si ng wor kf or ce.

So that's just ny 30 seconds on it, sort of a
si debar i ssue.

DR. RONE: Let ne respond, Mary. M intention was
that the funds would go to support education. M/ focus is

that we have been giving noney to them under the rubric of
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education but they can use it for anything. | m concer ned
that clinical education is becom ng archaic and we need to
stinulate a rebirth of it. I'minterested in having the
funds going to any institution which is doing clinical
education. Anybody who's got a residency program or
whatever, | don't care whether it's defined as a teaching
hospital or not. But if it's a hospital that doesn't have
any educational activities, | wouldn't put it there.

| don't nean to exclude having interdisciplinary
training in the first year of nmed school, but we're talking
about the Medicare programand clinical expenditures. So |
threw the interdisciplinary training in there in order to
try to get your vote.

[ Laught er. ]

M5. ROSENBLATT: Jack, given the brave new worl d
that you described earlier, let's suppose there was an e-
| earni ng conpany. Wuld the noney go only to providers or
could it go to an e-learning conpany that was going to do
terrific things, or a disease nanagenent conpany that was
going to educate beneficiaries? | guess where |I'm com ng
fromis --

DR. RONE: We're tal king about paynents to
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hospitals.

M5. ROSENBLATT: |I'mnot sure that | want to throw
addi ti onal noney to hospitals because naybe in the brave new
world there are ways to do education a | ot better than
t hrough the hospitals. So | just don't think we've had
enough di scussion on this.

DR ROAE: |I'mnot actually tal ki ng about

addi tional noney. M guess is it's about the sanme anount.

But | was considering this to go to hospitals. | thought we
were tal king about -- the topic of the conversation was
paynents to hospitals. It doesn't nean we can't have

anot her recommendation that there al so be paynents to e-

| ear ni ng conpani es, or di sease managenent conpani es, but |
was trying to address the question of what should we do
about hospitals.

DR. WAKEFI ELD: But it was paynment to hospitals
for enhanci ng educational effectiveness, so that's what
stretches this out a little bit fromny perspective. Wat's
the goal you're trying to achieve? If it's the end of that
sentence then you m ght be | ooking beyond hospitals.

MR. HACKBARTH: Let mpick up on Alice's coment

and maybe al so hearken back to what Sheila asked earlier.
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There are things about this that | |ike, and basically what
| like about it is it says that we need to be targeted and
careful in how we spend Medicare dollars, and get specific
tangi ble results and not just put a big box of noney out
there hoping we'll get good things. To ne that's what this
whole I ME issue is about, so | really like that.

| ama little bit uneasy about designating the
specific right purposes and inplying certain types of
recipients are going to get it, because | just don't think
we' ve thought it through. Everybody is entitled, of course,
to do what they want, but ny inclination faced with this
woul d be to say | like the basic prem se and the direction
but let's not go down the track too far specifying the
pur poses. Maybe just say sonething |ike, we need to phase
this out. W need to direct it; there are unmet needs that
are inportant in the care of Medicare beneficiaries and
MedPAC and the Congress ought to | ook at what they are and
devel op a paynent fornula that's appropriate to those
pur poses, as opposed to starting to list them That takes
on alife of its own once you start to list them

s that simlar to what you were thinking, Alice

and Sheila? Does that nake sense to people?
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M5. ROSENBLATT: [Nodding affirmatively.]

MR. MIULLER | certainly value the effort to nmake
nore specific sonething that causes such debate as to what
t he purpose of the programis. | don't want to necessarily
agree that what we call the enpirical basis which is
attached to a residency ratiois, as | said earlier, the
only reason for which the | ME purpose was intended. W've
used it, as Bob knows and peopl e have indicated, as a way of
di stributing the funds. That's not the only reason for
whi ch the | ME purpose was intended. For those of us who
feel it was intended for broader purposes, not to subsidize
e-l earning conpanies, therefore |I think, like David, |I'm
agai nst the staff recommendati on because | think that's the
best way to protect the broader purposes for which the I ME
was i nt ended.

DR. REI SCHAUER Jack has ny vote next year but |
t hi nk what this discussion has proven is that this really
isn't ready for prine time. MdPAC recommendations usually
ari se out of analysis; analysis of a problem presentation
of solutions. What we're having now is a recommendation in
search of analysis and definition. | think I"'min favor of

the staff recommendation. | suspect that | m ght be
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standi ng alone or with ny chairman on that one. But should
it pass, | would argue that we include in the text sone kind
of paragraph saying that there is this larger problem and

that these resources are the sort that they could be devoted

to resolving it; |ook next year.

DR NEWHOUSE: | think I'"'mw th Bob, so you won't
be al one anyway. | just wanted to respond to Ral ph briefly.
This paynent is not only -- the residents are not only for

t he purpose of distribution, but it greatly affects the
total size of the pot. Wen this started out it was, as |
recall, it was in the 1l-point-something billions and it grew
to around the 6-point-sonmething billions because the
residents per bed rose virtually everywhere.

I, like Bob, have a hard tinme swallowi ng that the
subsi dy for these purposes should cone fromthe payroll tax
and the trust fund rather than general revenues. But as |
said before, if there is going to be a subsidy I think we
ought to consider this. |'mconcerned al so about how one
woul d derive the enpirical cost of teaching. Wat we' ve
derived are the enpirical costs of teaching hospitals in
this fornmula, not the enpirical cost of teaching.

MR. HACKBARTH: Ckay, before us on the screen we
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have the original staff recormendation. All in favor?

Al |l opposed?

And then abstentions?

So what's the total on that? Wy don't you read
of f what you've got so we can just verify? Wwo do you have
as yes?

M5. ZAW STONCH. As yes | have G enn Hackbart h,
Bob Rei schauer, Pete DeBusk, Dave Durenberger, and Alice
Rosenbl att, and Joe Newhouse.

HACKBARTH. So that was six yes.

ZAW STON CH R ght.

2 5 D

HACKBARTH. Then read off your noes.
M5. ZAW STONCH: M noes are Ray Stowers, David
Smth, Carol Raphael, Al an Nel son, Ralph Miller, Alen
Feezor, Nancy-Ann DeParle, and Sheila Burke, and Jack Rowe.
MR. HACKBARTH. So that should be nine noes and
then to have abstentions for 17.

Jack, do you want to offer your alternative?

DR RONE: |I'mvery synpathetic to the fact that
this is not the result of detailed analysis. [|'m
unapol ogetic about it. It cane up in the concept of our

di scussi on about these issues. | didn't cone thinking we
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were going to have a recommendation about it. | don't think
we're going to acconplish anything by voting on this yes or
nointerns of, is it ready for prinme tine and to be sent to
the Hill. But since we spent so nmuch of the Conm ssion's
val uabl e tinme discussing it | personally, and | think
perhaps all of us would benefit from sone assessnent of

whet her peopl e are supportive of the sense of this, and

whet her or not we should use this in an informal rather than
a formal way as a stinmulus for sone additional analysis and

conversation in the future.

| respect greatly everybody's input. |'m not
trying torailroad this at all. But I"'mnot ready to wait
till next year either to discuss it because | do have sone

sense that it is the proper way to go. So | woul d propose
something along those lines if there is in fact in the
nmet hodol ogy a way to do that.

MR. HACKBARTH. David, do you have a conment on
t hi s?

MR. DURENBERCER Yes. As one who voted for the
original recommendati on and has had occasion to vote to cut
| ME after helping Sheila invent it and all the rest of that,

| meant that vote.
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By the sane token, Jack's proposal acconplishes
the sane thing, plus it sends a nessage that m ght foster
the reduction in the | ME paynent or the adoption of the
staff recomrendati on by devel opi ng a val ue-based definition
of enpirical cost of teaching, which is kind of a newer
added val ue. Now whether it can be neasured or not neasured
can be debated for a long tine.

But if the goal is to nake the trust fund
contribution to nedical education actually produce nedical
education, then | think the first step in that process is to
begin to reduce the amount of the trust fund that is not
going into nmedical education. It's going to sone other
pur pose that sustains teaching hospitals. |If this is the
vehicle, at least for this group to get on record with nore
t han si x people supporting a reduction in | ME paynents then
my instinct is to support it.

DR. NEWHOUSE: | think we are actually on record,
a former Comm ssion as saying the enpirical costs of
teachi ng are borne by the residents and not by the Medicare
program That the additional costs of teaching hospitals go
toward patient care. Everybody nay not agree with that but

it goes to -- | don't think there is any way enpirically of
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establishing the enpirical cost of teaching. That's based

on a fairly well-accepted set of theories in econom cs, what

| just said. But as | say, | think we could be here forever
trying to decide -- do a study of the enpirical cost of
t eachi ng.

MR. HACKBARTH: Here's what | propose we do. |
like the concept but | would feel conpelled personally to
vote no on the recomendati on because | don't think we've
t hought it through. | think it dilutes our credibility to
make hasty judgnents about inportant issues. So what |'d
suggest is that we not vote on this, but rather take it as
an agenda item And not one for the long-termbut actually
try to spend sone tinme quickly to think it through a bit.

If we think we've got sonething solid and prom sing, we've
got vehicles other than the March report where we can say
sonmething to Congress. W can wite a letter, if that's the
case.

DR ROAE: denn, if | can make a suggestion that
| think is consistent with that and at the sane tine takes
advant age of the fact that we've had all this discussion,
and that is that | would be happy to try to revise this

statenent and offer it tonorrowin a way that's crafted nore
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toward the fact that we should study this and that we shoul d
ook at this is a particularly inportant opportunity, or
sonmething |like that, and see whether that is sonething that
woul d give us sonething a little nore specific than a letter
or a paragraph in the narrative or sonething |ike that.

MR. HACKBARTH: Let's do it.

DR. RONE: But isn't a replacenent recommendati on.

MR. HACKBARTH. Yes, it's worth a try to do that

DR. REISCHAUER | didn't knowif we were going to
recommend sonething to ourselves. Is that what you're
suggesti ng?

DR. ROAE: | thought 1'd have a glass of w ne and
t hi nk about it, Bob.

DR. REI SCHAUER: Two glasses and it will help your
heart .

[ Laught er. ]

MR. HACKBARTH: Ckay, so we'll table this for now
and perhaps cone back to it in the norning if Jack has
somet hing that he would like to offer.

So we now need to nove on to the transfer policy
recommendation. | think what we can do here is just vote

sequentially one the two alternatives here. So all in favor
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So the yeses that | see are nyself, and Bob, and

Joe, and Allen Feezor, Al an Nel son, and Jack.
Noes on option A?

"Il read themoff to you. Sheila, Dave

Dur enberger, Ray, Mary, David Smth, and Ral ph on this side,

and then N ck, Alice, Nancy-Ann.

Any abstentions?

Pete, I'msorry, | mssed you. Wich side were
you on, yes or no?

MR. DeBUSK: No.

DR MLLER Can we do those one nore tinme?
Here's what |'ve got. On noes, Sheila, Nancy-Ann, Pete
DeBusk, Dave Durenberger, Ralph Miuller, Alice Rosenblatt,

David Smth, Mary Wakefield, Nick Wlter. And |I'msorry,

Car ol .

MR. HACKBARTH: Any Ray Stowers. So what are
total s?

DR MLLER Six yes, 11 noes. So that's
everyone.

MR HACKBARTH: So let's turn to variation B.

We'll do option B, and | think it will be easier, as Sheila
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read off the nanes and do a rol

vote. So read down your |ist.
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T % % 3 3B DB II ISP DIDID

M LLER

d enn?

HACKBARTH: Yes.

M LLER:

Bob?

REI SCHAUER:  Yes.

M LLER:  Sheil a?

BURKE: Aye.

M LLER:  Nancy- Ann?
DePARLE: Yes.

M LLER  Pete?

DeBUSK:  Yes.

M LLER  Davi d Durenberger?

DURENBERGER:  Yes.

M LLER

FEEZOR

M LLER:

MULLER:

M LLER

NEL SON:

M LLER:

NEWHOUSE:

Al'l en Feezor?
Yes.
Ral ph Ml | er:
Yes.
Al an Nel son?
Yes.
Joe Newhouse?

Yes.

295

cal l



10

11

12

13

14

15

16

17

18

19

20

21

22

296

DR. MLLER  Carol Raphael ?

MS. RAPHAEL: Yes.

DR MLLER Alice Rosenblatt?

MS. ROSENBLATT:  Yes.

DR MLLER Jack Rowe?

DR. RONE: Yes.

DR. MLLER David Smth?

MR SM TH  Yes.

DR MLLER Ray Stowers?

DR. STONERS: Yes.

DR. MLLER  Mary Wakefiel d?

DR WAKEFI ELD:  Abst ai n.

DR MLLER N ck Wlter?

DR WOLTER  No.

DR MLLER | think that's 15 yeses.

MR. HACKBARTH: So B it is.

Next is low volune. | think we resolved to
include the 15-mle limt. So all in favor? | don't think
we'll need the roll call on this. | hope not. Al in favor

of the I ow volune adjustnment with the 15-mle limt. |
t hi nk everybody's hand is up.

Next, | abor share. Al in favor of the
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recomendati on? All hands are up.

DR. NEVWHOUSE: No, |'m abst ai ni ng.

MR. HACKBARTH: Just for the record, |let nme nake
sure | didn't mss anybody. Any noes on the | abor share?

So we have 16 yeses and one abstention.

Nest, this is to go to a single base rate. All in
favor?

Any opposed? Any noes?

Any abstentions? | don't see any. Do you want to
put up the options, the two-year versus five-year? |ncrease
the cap with a two-year transition. Al in favor?

Opposed?

M5. DePARLE: That's the one where we were told
t hat Congress, both houses had passed this as a five-year
transition?

MR. ASHBY: No, one house had passed it as a five-
year; one had only discussed.

DR MLLER But in both pieces of |egislation
al t hough one didn't pass, it was five years; is that
correct?

MR. ASHBY: That's right.

MS. DePARLE: | vote know on the two-year.
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MR. HACKBARTH: One no.

Any abstentions?

M5. RAPHAEL: |'d like to abstain.

MR. HACKBARTH. So we have 15 yeses, one no, and
one abstention. |Is that it for the rural package?

MR. ASHBY: For the rural package.

MR. HACKBARTH. Next is the inpatient update. Al
in favor of the recommendati on on the inpatient update?

Al'l opposed?

Abst entions?

Sevent een yes.

DR MLLER Is it correct we don't actually have
a slide on -- or do we, on the outpatient one?

MR. HACKBARTH. On the outpatient update, all in
favor of the recomrendati on?

Opposed?

Abst entions?

So seventeen 17 yes.

| think we are done with the voting and the
recommendati ons. W do have one | ast discussion of paying
for new technol ogy. Were is Chantal ?

Thank you, Jack, for your help on that.
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MR DeBUSK: Can we do it tonorrow?

DR. NEWHOUSE: Start at 8:307?

MR. HACKBARTH. Do peopl e feel okay about that,
started at 8:307?

DR. WORZALA: It will be very quick presentation
if you want to get it out of the way. Oherwise we'll cone
back in the norning.

MR. HACKBARTH. What 1'd like to do is go ahead
and knock it off now As | recall fromreading the
material, Chantal, there is, with naybe one exception, not a
whole lot that's different fromour previous discussions of
this topic. But in the terns of the information presented,
t he substance of it, it should be famliar stuff to the
conmm ssioners at this point, so I'd ask that you nove
through it quickly, and then we do have some recommendati ons
to deal with.

DR. WORZALA: Sure. The draft chapter is in Tab
E. Alsointhat tab is a draft of an appendi x on Medicare's
coverage process. W're not presenting any of the coverage
mat erial but if you have any feedback on it we certainly
wel conme that.

This is the outline of the chapter of these four
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areas. |'Ill discuss the first three. The last one | won't
be discussing. W've discussed it previously. |If you have
any coments on it, please feel free to bring themup at
this point.

This slide shows the basic argunment of how
prospective paynent deals wth new technol ogy as a standard
system It's felt that since there is a fixed paynent for a
bundl ed service, there is an incentive to use cost-
decreasi ng technol ogy but not cost-increasing new
technol ogies. There's a sense that the process of revising
the classification systems and recalibrating the relative
weights is a tine-consum ng process. This is of necessity
due to the nultiple actors involved and public comment. But
it does seemto slow down incorporation of new technol ogy
and that argument has led to the inplenentation of new
t echnol ogy paynent nechanisns in both the inpatient and
out pati ent PPSs.

This next slide shows the four new technol ogy
paynent mechani sns that are discussed in the paper across
four dinmensions. These are the criteria used by CM5 to
determ ne which technol ogies will be paid, the way the

paynents are financed, the unit of paynent, and how t he
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paynent anount is set. | had planned to wal k you through a
coupl e of the ways in which these paynent mechani sns vary,
but in the interest of tinme | think I will stick with just
the one thing that is the subject of a recommendati on and
that is the eligibility criteria.

The eligibility criteria are a key neans for
ensuring that additional paynments are well targeted. Mbst
observers agree that additional paynments should be reserved
for technologies that are truly new, costly and have a clear
clinical benefit. Wen considering applications for the
i npati ent add-on paynents and the outpatient pass-through
paynents for medi cal devices, CVS applies newness, cost, and
clinical benefit criteria.

However, for pass-through drugs and biol ogical s
under the outpatient PPS, CMS applies only newness and cost
criteria. This leads to an inconsistency in the treatnent
of a drug or biological across the two paynent systens as
wel | as an inconsistency across types of technology within
t he out patient pass-through paynment nechani sm

This slide shows the clinical criteria for the
i npati ent add-on paynents and nedi cal devices under the

out pati ent pass-throughs. To be eligible, a new technol ogy
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nmust substantially inprove relative to technol ogies
previously available, the diagnosis or treatnment of
beneficiaries. CM has provided exanpl es of how these
criteria mght be met. They're listed on this slide and we
did discuss themin Decenber.

It's inportant to renenber that the eligibility
here is for additional paynment, certainly not for coverage.
Physicians are free to use a given technol ogy whet her or not
it is eligible for additional paynment, and there will be the
base APC paynent for a technology regardl ess of its pass-
through eligibility status. So what we're really talking
about here is applying clinical criteria when determ ning
that a technology is eligible for additional paynent beyond
t he base APC rate.

To address the inconsistent eligibility criteria,
staff proposed the foll ow ng recormmendati on for your
consideration. The Secretary should introduce clinical
criteria for eligibility of drugs and biologicals to receive
pass-through paynents under the outpatient PPS. This
recommendat i on shoul d have no inpact on spending since the
pass-through paynents are inplenented in a budget neutral

f ashi on.
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"1l stop there.

MR. HACKBARTH. Thank you. Any questions or
comment s?

Are we ready to vote on the recommendation? Al
in favor of the recomrendation?

Opposed?

Abst ai n?

Thank you, Chantal.

Al right we are finished for today and --

DR. REI SCHAUER: No, public comment.

MR. HACKBARTH. That's right, we do have the
public conment period. Forgive ne. It's five mnutes to
6:00. We will have a 10-m nute public coment period. The
usual ground rul es applying.

DR. REI SCHAUER: No nore than 10-m nute public
coment peri od.

MR. HACKBARTH: No nore than 10 m nutes.

M5. HELLER: H, I'mKaren Heller wwth G eater New
York Hospital Association. | just want to say on behal f of
the nore than 100 maj or teaching hospitals in our area |
express are incredibly deep gratitude to the Conm ssion for

preserving the funding streamthat we have, at |east for
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this year. | stand willing to help the Commi ssion in any
way, technically, to provide assistance on further
identifying costs that could be construed as part of the
enpi rical adj ustnent.

In addition, on the transfer policy, we talked a
| ot about within DRG variation in cost. | would urge the
Comm ssion to put on its agenda the subject of reconmendi ng
refi ned DRGs.

MR. MAY: Don May with the Anerican Hospita
Association. Want to thank the staff -- from what appears
fromthe audi ence, there seenmed to be a lot of staff work
that went into addressing a | ot of the questions that not
only we raised but that you raised last nmonth. | know from
our prospective we appreciate the extra hard work that went
into it, and the discussions that it spurred today. So
wanted to just thank the staff for that and say that we were
really pleased with the discussion around | ME, as Karen
nmenti oned, and SNF, where the hospital -based perspective
cane out.

Wuld still like to say that the cunul ative i npact
of the transfer provision, the home health cut, the SNF cut

if things aren't fixed, when you | ook at those hospital-
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based SNF and hone health margins, the rural provisions that
went in, while we are happy with those rural provisions, we
are still very concerned about rising costs in hospitals.
Al nost 60 percent, 57 percent of hospitals | osing noney on
Medicare; a third of hospitals losing noney. | heard a |ot
of that concern in the roomwth the transfer provision. |
t hi nk gi ven nore conversation and nore tine to discuss that,
and the option to ook at that in a budget neutral way, the
recomendati on coul d have been very different.

| believe there were several conm ssioner who
brought up budget neutrality. There's no reason why you
can't do sonmething like that in a budget neutral way while
doi ng other things with new noney. Congress nakes those
decisions all the time. You can |ook at doing the transfer
provi sion in a budget neutral way; while we would recomrend
you don't do it at all, saying that.

But did want to also just nake one | ast point.
There are a ot of pressures out there. Hospitals are going
t hrough tremendous change. Wile | don't know how to react
to Jack's conments, what you see in Jack's conments is
tremendous pressure to innovate and bring new technol ogi es

and information systens. To think that hospitals don't need
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a full update, both in the inpatient and outpatient settings
to cover those new technol ogi es, ways to inprove quality,
it's just missing at a tine when there are so many
pressures. Wuld just like to state that because we hear it
all the tine. Alice conveyed it. The private payers are
feeling it. There is a lot of pressure out there and | just
want ed to make t hose point.

Thank you.

MR. HACKBARTH. | think we're done and we
reconvene tonorrow at 9:00. Thank you very mnuch.

[ Wher eupon, at 5:58 p.m, the neeting was
recessed, to reconvene at 9:00 a.m, Thursday, January 16,

2003. ]
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PROCEEDI NGS

MR. HACKBARTH. Ckay, let's get started.

Dr. Rowe wi shes to be recogni zed.

DR. RONE: W' ve had sone di scussion about now
that we have voted against the staff's reconmendati on on
| ME, and everyone in the world knows about that, we do have
a very nice piece of analytical work and we do feel that it
is appropriate for us -- or | feel, let ne not try to
represent the chairman or the conm ssion -- but it seens
that rather than just present the analytics w thout any
recommendati on that there should be sone policy oriented
statenment, even if it doesn't take the formof a
reconmmendation that is in fact voted on and specifically
formally offered to Congress.

There's also agreenent, | think, that there is
sonme di sagreenent on alnost all aspects of this. There's
hardly anything we can say froma policy point of viewthat
there woul d be agreenent on uniformly around the table. But
there are some consensus itens.

|"ve worked a little bit on trying to put the
t houghts that | offered yesterday in the context of that and

would like to offer a statenent for consideration for
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inclusion. | don't think this is sonething we need to vote
on but we get a sense of whether this seens reasonable.

First, [inaudible] goals that hospitals may be
engaged. There was a fair amount of concern about that. It
doesn't say it shouldn't be there, but it certainly is not
tied to anything they spend or anything they acconplish.
It's just there.

That despite this there was not a consensus in
this comm ssion to reduce the IME to the enpirical |evel at
this time. That the comnmssion will be examning this issue
and calls for a robust and pronpt assessnment of the
resources needed by hospitals to strengthen their
educational prograns, to keep pace with changes in health
care delivery, and the evolving needs of the Mdicare
beneficiaries. There's also broad recognition of the need
for hospitals to inprove the quality of care.

Medi care support is appropriate for explicit
expenditures that yield needed enhancenents in nedical
education and quality of care. This is another way of
saying that the enpirical level may, in fact, be redefined
to include these expenditures once they're identified.

And that the conm ssion plans to revisit this
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i ssue pronptly, so that our lack of a specific
recommendati on should just be interpreted as the nore we
t hought about it the nore work we have to do on it.

That would be a sort of a general statenent that |
woul d propose be included in the report. Thank you, d enn.

MR. HACKBARTH. What |1'd like to do is, in
particul ar, hear from conmm ssioners who yesterday voted no
on the staff and chairman's reconmendati on. What | don't
want to do is be seen as trying to rework this issue and get
around the majority of the commssion. So if there are
comi ssi oners who yesterday voted no who would |ike to speak
to Jack's comments, 1'd like to hear fromthemfirst.

DR ROAE: | voted no and | support this.

MR. HACKBARTH: Yes, | realize that. Al an Nelson
Nancy- Ann, Davi d.

DR. NELSON: | think that's an excellent job,
Jack, and | support it.

MS. DePARLE: | voted no yesterday and |
appreci ate the opportunity, M. Chairman, to discuss it a
little bit nore today.

| voted no because | wanted to vote yes on Jack's

substitute notion which woul d have coupl ed the reduction in
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| ME above the enpirical level to requiring in an accountable
fashion the academ c health centers and those who receive
the | ME paynments to inprove quality and to inprove the

qual ity of education and nake sure that they're including

i nterdi sciplinary approaches, such as including nurses, in

t he training.

And so speaking just for nyself, | would not want
that vote against the staff recommendation, the chairman's
mar k, yesterday to be msinterpreted as support for what |
view as a continued subsidy that is not targeted that |
don't think we can -- that | cannot support. And | hope
that we'll continue to work on this and be able to vote on
sonmething |ike Jack's notion in the future.

MR. SM TH.  Thank you, d enn.

Jack, | appreciate both the inmpul se and the work
and the thrust of where | think you think we ought to head
seens to ne to be right. But | amconcerned and in just ny
qui ck notes about your proposal about what | woul d guess
woul d be the fourth point, where you argue that Medicare
support is appropriate, I would like to make sure that in
the drafting of that point it's cast rather widely, that it

is not cast narromy within -- so that it suggests that al
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we're tal king about here is perhaps an expansi on of the
activities that would fit in the enpirical |evel of IME but
something nore to the effect that Medicare support is
appropriate for initiatives that because they pronm se

wi despread i nmpacts on the health care system proni se

w despread benefits including those -- as the health system
i nproves they prom se benefits that flow to Medicare
beneficiaries.

But 1'd not like to prematurely -- and | think for
many of the reasons that sone of us voted against the
staff's proposal yesterday -- | don't think we're ready and
| don't think there's consensus around this table that | M
means a narrow y construed definition of support for
specifically identified traditional or new educati onal
activities. The kinds of things that Alan and Nick and |
and others, Sheila, tal ked about yesterday that |Me supports
poorly, Nancy -- and | agree, it supports themin a way
where we don't have a good sense of what we're buying, we
don't have a good handle on the quality of the product that
we' re buying. Those are concerns.

But | wouldn't Iike to suggest that those things

that we are buying, however badly the current system both
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pur chases and accounts for them we ought to stop buying.

So Jack, as we think about this | anguage -- and
|"mnot sure I'"mright about point four -- but if it is
poi nt four in your suggestion, | like to wite that broadly

rather than narrowmy and then I think we mght find
sonmet hi ng we coul d agree on.

MR. HACKBARTH. Just a word about the process,
what | would envision is that we not try to wordsmth the
| anguage now, but after hearing the discussion we'll put
toget her sonething that we'll circulate to all the
comi ssioners and gi ve people a chance to react to.

MR. FEEZOR: |, too, voted against the staff
recommendati on yesterday, not for lack of respect for a |ot
of the work and it was very consistent with what this body
has been thinking, | think Nancy-Ann is right on target
there. |, however, do feel and have nade it expressed that
we need to begin to change sonme dynam cs in how health care
i s delivered, how professionals see thensel ves, and indeed
how peopl e access care both in the commercial and Medi care.

So | was particularly excited by Jack's epi phany
yesterday. | think that we are wise in continuing to | ook

at alternatives in terns of just how that m ght be
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structured. And | guess | would reinforce | think what
David's cooments were, that if we are tal king about trying
to re-channel some of these nonies that it, in fact, do be
nore broadly defined. The termaquality, | know, is usually
broadly defined. But | think in ternms of effectiveness,
maybe even efficiencies in the care and delivery, and al so
that if we're tal king about education that we not be
confined strictly to the education of a physician but there
are other caregivers that we are in shortage areas now t hat
we need to give sone attention to, as well.

MR. MIULLER: | think the appropriate concern for
accountability is clearly one that we all share. | think
the kind of contributions that teaching hospitals make to
the Anerican health systemalong the lines that have just
been nentioned has been well recognized for years. And |
think it's appropriate in each generation to kind of
redefine what that contribution is to nmeet the kind of
enmergi ng needs of the nation so we're not just, as sone
peopl e said yesterday, trying to | ock ourselves into
what ever the conception m ght have been in 1983.

So | share and support Jack's sense that it's

appropriate now to redefine those accountabilities that
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teaching hospitals take on for this paynent.

' m al so concerned, as | said yesterday, that we
have too narrow a definition at the enpirical level. |
tried to express ny thoughts about that yesterday. W tie
it to the nunber of residents in a hospital which is the
means by which we distribute these | ME paynents. And then
we get ourselves, | think, caught in the trap of saying
that's all we support with IME and therefore it's a subsi dy.
| think we kind of get caught in that circular argunment and
then we say we have to get rid of the subsidy and I do
reject that because | think all of us know, who have been
around these teaching hospitals, it's not just the presence
of residents. It's the presence of the faculty, of fellows,
of nurses, of many skilled professionals that are brought
t oget her and make up t hese excell ent nmedical centers that
make the kind of contributions that have been supported by
this programfor many years.

So I"'mhesitant to keep agreeing to say this is
the enmpirical |evel and everything el se about that is the
subsidy. | think we therefore get ourselves caught into
defending a subsidy that I think we too narrowl y define.

And then like all subsidies, they have to be justified and
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we have to talk our way into a way of saying it's
I nappropri ate.

So I"'mnot willing to agree that the enpirical
level is the correct specification. I'mquite willing to
agree that that's what we pay for. W pay for residents
right now and then we neasure the role of residents in an
equati on.

| know that may be too narrow a point, but | think
it leads us constantly to then feeling with have to justify
or make that subsidy go away. And | do think it's a broader
definition of the teaching hospitals beyond just the nunber
of residents that there are in hospital.

| would then say, on top of that, | fully endorse
the sense that with a broad concern that both the Congress,
t he conmm ssion, and ot her people have about the
accountability of hospitals that we should, in fact, be
| ooki ng at out that accountability can be redefined and
justified going forward. So I'min favor of a process that
allows us to do that.

|"mvery inpressed by the | evel of attention that
the staff and the rest of the conm ssion has put into this,

sol'malittle worried about trying to do sonething in a
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day or two when this has been discussed for years, to think
that we could deal with the conplexity of this issue in a
day or two or a neeting or two.

So | amboth in favor of |ooking at this but
hesitant to say that we should kind of figure this out today
or tonorrow. But | amfully commtted to working with the
rest of you on having an appropriate rationale and
under st andi ng of what the contributions this |IMe adj ust nent
makes to the health care system And | think we should be
wor ki ng on that.

DR. STOAERS: | also, as you know, voted agai nst
it. I'"'mlike Nancy, | would have voted for the other,
second one, even though it woul d have continued to reduce it
down eventually to the enpiric value. M problemwas that
it be done in isolation. And |I'mnot going to repeat
everything that's been said because | totally agree, is that
| think this is a great opportunity for the conm ssion to
| ook at redirecting those funds. And | totally agree with
the fact that the lack of direction that's there nowis
i nappropriate for those dollars.

But as far as the education and the quality, and I

think we even still need to deal with the unconpensated care
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i ssue that some of these institutions deliver. Mybe it's
not through these dollars but through sone nmechani sm That
needs to be dealt with. So | agree also that we need to
take the tinme and do this right if we're going to do it.
Thank you.

MS. RAPHAEL: | voted no and, in general, there
are certain principles in what Jack said that | very much
support, anong which is better targeting the dollars, trying
to invest in the future, and rethink how we better prepare
wor kf orce and nodels for what we think that future wll be.

But nmy only kind of concerns are what will this
amount to in terns of better care for Medicare
beneficiaries? W can kind of open up another industry here
of peopl e devel oping many different proposals that wll
basically represent inprovenents in quality, new systens et
cetera.

But | think today everyone is working on quality.
We're all struggling with how to deal with inproving
out cones, how to produce better quality. And a |lot of the
i ssues are very conplicated and they cross parts of the
health care system | nean, a |lot of the breakdowns occur

between different elenents of the health care system
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So | really think that thought has to be given as
to what we're going to target these dollars to and how we
can avoid kind of setting in notion another situation where
we end up in a decade or two -- when we won't all be here
but others will -- kind of |ooking back and sayi ng what have
we wought? And here once again we have a certain anmount of
dol l ars going and we're not clear what we have purchased and
how we can denonstrate what we have purchased.

So that's the area that | still feel we really
need to spend sone tinme on thinking through because we have
education, we have quality, we have unconpensated care, we
have enhanced patient care. There's a lot brewing in this
mx that | think we need to kind of put under the
m cr oscope.

MR. HACKBARTH. Are there any other comm ssioners
that voted no yesterday that want to speak to this?

We do have a full agenda for this norning, so we
need to nove ahead. Joe, | know you were not on the no
side, but you have the final word on this.

DR. NEWHOUSE: | was originally not going to say
anything but I wanted to respond to Ral ph and then | wanted

to say sonet hing naybe that people could think about with
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respect to what Jack was bringing up as we go downstream

Ral ph, | don't think it's fair to say that the
extra costs of teaching hospitals that are sonehow not
associated with residents are not in this mx. | think the
easiest way to see this is suppose we conputed the costs of
teachi ng hospitals by taking out the resident salaries as we
do now and saying that's direct nedical education.

And then we've got a cost per case for teaching
hospitals and we've got a cost per case for non-teaching
hospitals. And we'll just take the neans. And those neans
will be different and we'll call that the extra cost of
patient care of teaching hospitals.

That's a variant, in fact, of what we do now
I nstead we have this continuous neasure of residents that we
say the cost -- instead of having two groups we have
teachi ng hospitals that have a few residents, teaching
hospitals that have lots of residents. The costs per case
are different in each group and, in effect, we just have
| ots of groups of hospitals of varying intensity.

But all of the costs of patient care at those
hospitals are in what we're conputing. So at the end of the

day the enpirical |evel does include all of those costs. So



10

11

12

13

14

15

16

17

18

19

20

21

22

322

| think it's not fair to say there's not a subsidy there.

On Jack's thrust, | personally have sone probl ens
wi th Medi care support as appropriate, as | said yesterday.
Sol'mnore in the if there is going to be the subsidy it
shoul d be conditional. But then | think ny problens are
somewhat like Carol's. If it's to strengthen education,
don't think we know how to do that very well and | think it
opens up a whole raft -- particularly once you get beyond
MDs.

What about training of pharnmacists, for exanple?
| think that goes on outside hospitals that now get these
subsidies. How do we handle that? How do we deci de how
much noney is in this pot? And how does it get distributed?
| mean, we have the noney distributed now by residents per
bed, for better or for worse. |It's not clear that that's
the right nmechanismto distribute the newthing. It sounds
much nore like, as Carol said, a kind of apply for grant
program But that makes Medicare funding, in some ways,
even | ess appropriate. It sounds |ike sonething for general
revenues to ne.

| don't have answers to this, but | think that, in

trying to put forward what 1'Il call a conditional subsidy -
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- that is you get the subsidy if you neet certain conditions
-- in thinking about this, we're going to have to solve the
how do we think about how much noney and how does it get
distributed? And does it get distributed to hospitals that
don't now have residence because they potentially qualify
for sone initiatives in this domain?

MR. HACKBARTH. W don't have time this norning to
engage in the specifics of the debate. Wiat | do hear is
broad consensus anong the conm ssioners on three basic
points. One, there is not conplete satisfaction with the
status quo. That we ought to at |east explore possibilities
for inmproved targeting of the dollars to sone new purposes.
But three, the exact way to do that -- or even whether it
can be done -- is not entirely clear right now

And so that's where | would like to leave it for
right now W wll draft sonme | anguage for comm ssioners to
review and in then we'll figure out a plan for how to cone
back and grapple with this issue.

Jack, thank you for the additional work you did on
this last night. And how we need to nove on to today's
agenda.

DR. REI SCHAUER: | just want say sonething while
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Sally's setting up that really goes to the way we, as
conmm ssi oners, discuss issues like this. Several tines
today and yesterday, and certainly those contributing to the
public conmments, have referred to the | ME recommendati on as
the staff's recommendation. And | think we shouldn't use
that term

These reconmendati ons conme out of anal ysis which
the staff does, our reaction over three or four neetings.
These are the comm ssion's draft recommendati ons or the
chairman's mark, if you want. There isn't a gap between the
staff and the conm ssioners, in any sense. They're our
agents and doing a heck of a good job trying to condense our
t hi nki ng about this.

And so |'d appreciate it if we referred to these
as our draft recommendations rather than the staff's.

MR. HACKBARTH. Ckay, today we begin with the PPS
for psychiatric facilities. Sally.

DR. KAPLAN: Thank you. Good norni ng.

In this presentation I'Il briefly present sone
i nformati on about psychiatric facilities and then I'Il focus
on the issues CM5 needs to consider when devel opi ng the PPS.

We raised these issues in our letter to the Congress which
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will go to the Congress at the end of this nonth.

To review the chronol ogy, the BBRA requires CVM5 to
do two things about a PPS for inpatient psychiatric care.
First, to design a PPS that woul d pay on a per diem basis,
and to report on the PPS to the Congress.

MedPAC is required to evaluate the inpact of the
PPS on which CMS reports. |In other words, we're required to
report on their report.

CMS issued their report in August, 2002. Qur
report is due to the Congress March 1. However to be nore
useful to CVM5 and the Congress, we plan to submt a letter
in January.

| want to make it clear that our letter is
targeted or is based on the report that CVS nade to the,
Congress. The proposed rule, which is schedul ed to come out
probably in March or the end of March, may be different than
what was described in this report and we don't know whet her
it isor it isnt but it may be. And our report to Congress
is based on CM5's report. So | just want to clarify that.

When CMVS actual |y publishes the regulation on the
PPS, we'll conmment on their proposal and | think we can be

nore hel pful after we see what they're actually proposing.
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Once the PPS is inplenented, we'll suggest
refinements as necessary as part of our regular work, as we
do with all of the PPS.

Sonme basic vol unme and spending figures for 2000 on
the screen. You've seen these before. About 300, 000
beneficiaries received care in 2000. The majority of these
beneficiaries were disabled. Sone had nore than one
di scharge. Medi care spends about $3 billion a year on
beneficiaries who use these facilities. There are about
2,000 psychiatric facilities that are Medicare certified and
75 percent of these are hospital -based units.

This is a map that you' ve seen before. The red
dots represented the governnent-owned hospitals. The blue
dots represent the other freestanding hospitals. And the
green dots represent the hospital-based units.

Anot her way to | ook at the distribution of
facilities is by region and by type of facility. The table
on the screen gives you that distribution. W show census
regi on by percentage of hospital-based units, governnent-
owned freestanding facilities, and other freestanding
facilities, and also the total by region.

O her questions you've had about the distribution
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of facilities and the Medicare case |oad by facility type.

As you can see on the screen the majority of
beneficiaries are treated in hospital -based psychiatric
units. About 6 percent of patients are treated in
gover nnment - omed hospi tal s.

To briefly review, the nodel described that was
devel oped by The Economi ¢ and Qutcomes Research Institute,
or ThEORI, collaborating with the American Psychiatric
Associ ation -- we call this the APA nodel for sinplification
purposes. It uses regression coefficients froma nodel that
rel ates per diemresource use for beneficiaries to the
patient and facility characteristics available from CVS
adm ni strative data.

Exanpl es of patients variables are principal
di agnosi s, secondary di agnoses, and age. Exanples of
facility variables are location in overall area or the
extent of teaching activity. The regression nodel explains
20 percent of the variation in per diemresource use anong
benefi ci ari es.

During our analysis of the APA nodel we identified
six major issues that break down into three broad categories

of issues: determning appropriate paynents, inplenentation
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and adm ni stration, and system design and stati sti cal
met hods.

To determ ne appropriate paynents for inpatient
psychiatric care, we believe CM5 needs to do additional
work. CMS found differences between hospital-based and
freestandi ng psych facilities and they attributed the
difference to patients transferred fromacute care hospitals
with still unresolved nedical problens. However, only 21
percent of the patients treated in units have had an acute
hospital stay in the previous nonth.

CVMs will need to exanmine nore fully the
di fferences between hospital -based and freestandi ng
facilities to determ ne how nuch of the difference in costs
is related to cost allocation issues or to differences in
patient conplexity. Ildeally, the paynment will follow the
patient and properly reinburse the facilities regardl ess of
whet her it is hospital-based or freestanding.

The ot her issue regardi ng determ ning appropriate
paynents has to do with governnment-owned hospitals. W
prefer that the governnent-owned hospitals be included in
the PPS. As you saw in the earlier slide, governnent-owned

psychiatric hospitals treat only 6 percent of Mdicare
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beneficiaries but these hospitals function as safety nets,
admtting patients other facilities will not admt. These
hospital s have | ower costs per day than other facilities but
we don't know why.

CMS will need to explore further the differences
anong patients treated in different types of facilities and
the cost of their care to determ ne appropriate paynents.

W also plan to do further work on this issue so that we can
comment nore fully on the proposed rule.

We identified two inplenentation and
adm nistration issues. The first is a little nore conpl ex
than the second. The inplenentation issue has to do with
the transition to the PPS. A gradual transition would allow
facilities that have rel atively generous paynents under the
current systemtinme to adjust to the PPS. An option for
facilities to nove to 100 percent PPS paynent before the
transition is conplete would allow facilities who have
relatively | ow paynents under the current systemto benefit
fromthe PPS i medi ately.

| deal Iy, having a slow transition coupled with an
option for facilities to nove to full PPS paynents

i mredi ately protects the provider infrastructure. CVS w |
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need to estimte the nunber of facilities that are likely to
take the 100 percent option because the base rate wll still
need to be budget neutral.

When considering the Iength of the transition and
the effective of 100 percent option, CM5 will need to
bal ance these two policies to make sure that no group of
facilities is overly penalized by the policy choices made.

The second issue has to do with updating paynments.
Currently it's silent on updating paynents to psychiatric
facilities. Providing the secretary with authority to
updat e paynments annual ly and adjust for case-mx creep is
needed wi Il ensure the nost efficient inplenentation and
adm ni stration of the new PPS

Finally, we nove to two relatively technica
i ssues, one on structuring per diem paynents and one on per
diem costs. The APA nodel uses what is called declining
bl ock pricing for the PPS. This systemsets per diem
paynment rates for bl ocks of days where paynents decline as
the stay gets longer. For exanple, facilities would be paid
hi gher rates for the first two days of the stay. They would
be paid 84 percent of that rate for day three through eight.

The rates would continue to step down thereafter. Because
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rate bl ocks create cliffs, we suggest that per diem paynents
decrease continuously, resulting in a snoother decline in
rates. This avoids financial incentives associated with
cliffs.

The second issue has to do with the fact that CMS
has commonly transfornmed costs into logarithm c values in
desi gni ng paynent systens. New enpirical evidence suggests
t hat nodel s using | arge sanples of raw val ues produce nore
reliable estimates than transforned values. The database
used to construct the psychiatric paynent nodel has a very
| arge sanpl e, about 400,000 observations. Therefore we
suggest that CMS explore both | ogged and unl ogged cost
vari abl es.

That conpl etes ny presentation.

MR, HACKBARTH. Questions or coments?

DR NEWHOUSE: So I'mright in renenbering that
t he APA nodel |eft out governnent facilities?

DR. KAPLAN: The origi nal APA nodel did and then
when they added themin based on what was said in the
report, and that showed that the governnent facilities got
18 percent paynent, an increases 18 percent in paynents,

conpared to the current system
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DR. NEWHOUSE: The question | was going to raise,

has there been any thought given, to your know edge, of the
crowd out issue? That is if we give nore to governnent
facilities, the state and | ocal governments will reduce
support potentially?

DR. KAPLAN: |I'mnot sure but we can certainly
rai se that issue.

MR. HACKBARTH: (Ot hers?

DR. MLLER | just want to nention a couple of
things quickly. Two, | think, are just things | want to
change a little bit in the tone of the letter. W said
consistently throughout all of our neetings that we're
commenting on this before the reg cones out in order to try
and be hel pful. W' ve been very clear about that. | think
we just actually need a sentence or so in the letter saying
that's what's going on

A second thing, | think we characterized
t hroughout the letter, this is CM5 s nodel. And the sane
vein, they haven't proposed it yet in March. W know this
is going to be the basis of it but we'll just refer to it a
bit differently. | don't think this really nmakes a big

di f f erence.
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The | ast point, which I just want to reinforce, is
we're going to add a sentence or so based on sonething that
Sally just said there. Wen the Secretary |ooks at the
transition going to allow ng people to nove to 100 percent
of PPS we just want to be sure that inside the budget
neutral framework that's done in a way that doesn't create a
| ot of disparities between the facilities. She said that.
| just want to be sure that that sentence gets in there.

DR. REI SCHAUER: Sally are the governnent - owned
facilities largely caring for Medicaid financed patients and
very long-term patients?

DR. KAPLAN: | think what were going to be doing
in part of our work is to really understand what's goi ng on
in the government hospitals. The work that CVS did showed
that they have an average |length of stay that's nuch | onger
but it isn't clear to us whether all patients or nost
patients in governnent hospitals have very |long | engths of
stay conpared to the other facilities. And that's one of
the things that we're going to be looking at. So | hope to
be able to answer your question nore fully when we conment
on the proposed rule.

M5. DePARLE: |I'mmulling this because | had
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troubl e hearing. At the beginning you said sonething about
t he new paynment system expl aining only 20 percent of the
variation or sonething. Could you restate that?

DR. KAPLAN: Yes, it explains 20 percent of the
variation in per diemcosts per patient.

MR. HACKBARTH. Could you put that in context?
How does that conpare with sonme of the other PPS systens?

MS. DePARLE: That strikes nme as little bit |ow

DR. KAPLAN:. But you're taking out the variation
that's due to length of stay when you go to a per diem
system So it's not necessarily conparable to your hospital
PPS where you're tal king about a per case system

M5. DePARLE: So in your view -- | nean, you' ve
rai sed other concerns, but is that piece of it adequately
predictive at this point?

DR KAPLAN: We think that it is. W don't think
this nodel is perfect or fabulous but we think that this my
be the best that can be done with the information that's
available at this time. And we do think that the current
systemthat the hospitals are under, and have been under for
20 years, is a problem

DR MLLER Can | just ask one nore thing al ong
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t hese |ines? Has anyone | ooked at how it explains the
variation at the hospital |evel? Because we're talking
about the per diemlevel -- or the facility level. Because
agai n, once you start aggregating, nore of the variation

m ght be explained. So that's sonmething else we can try and

| ook at.

DR. KAPLAN. W can add that to the agenda.

DR. STOAERS: Sally, | nentioned geri-psych | ast
month. It's alittle difficult to ask this question but you

have the long-term psych patients that are there | onger.
And then you have the geri-psych that primarily cone in,
it"s usually their first episode, it's usually a one-tine
stay, relatively short, a week or two, where you're trying
to differentiate I would say a nedical diagnosis versus a
psych. So you may do the scans and nedi cal workup, rule out
di abetes and the other things. And then you stabilize on
what ever nedi ci ne they need and then send them back to | ong-
termcare or hone or whatever. But there's a significant
nmedi cal conponent to those shorter, nore intensive, stays in
t hese ol der patients.

How i s that nedical part accounted for? O do we

use the nedical PPS to add onto these? |'mjust curious
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because it's really not expl ai ned how t hat works.

DR. KAPLAN: There are two ways that that is taken
into account. First of all, there's a variable for age,
patients that are over 65, and the coefficient is higher for
t hose people. In other words there's additional noney put
in for patients who are over 65.

I n addition, CMS uses conorbidities. Now, in the
proposed rule, they only tal ked about four conorbidities.
But | think we need to see what the actual proposed rule --
| nmean, in the report they only tal ked about four
conorbidities, but in the proposed rule they nmay have
changed that sonmewhat. And | think that's sonething we can
wei gh in on that.

DR. STONERS:. Usually what's happening here is you
have the psychiatrist or their staff doing the psychol ogi cal
wor kup. And then you have the primary care physician or
interni st or whatever doing a conplete nedical work on the
patient at the sanme tinme. | nean, that's the norm So just
be sure we're accounting for all of that medical workup that
occurs in those people. If |I'm nmaking sense.

DR. NEWHOUSE: That would be Part B, on the

physi ci an si de.



10

11

12

13

14

15

16

17

18

19

20

21

22

337
DR, STONERS: | think I'mtalking nore about what

t hey order because it's very common to do the scans, CTs,
and that kind of thing to rule out tunors or other things.

DR. NEWHOUSE: It would still be Part B, woul dn't

it?

DR. STONERS. |I'mnot sure. It may be, even
though they're in patients. | wasn't sure.

MR. HACKBARTH. Anybody el se? GCkay, thank you,
Sally.

Next, Joan is going to talk to us about
alternatives to AWP for Medicare covered drugs.

DR. SOKOLOVSKY:  Good nor ni ng.

In the conmm ssion's Cctober letter to CVB
comenting on the proposed rule for the outpatient PPS we
stated that the current nmethod by which Medi care pays for
out pati ent drugs covered under Part B | eads to paynents that
far exceed provider costs. W noted that Congress and CVS
have been considering ways of reformng the current system
and that MedPAC woul d nonitor the inpact of any paynent
changes. Staff is also focusing its efforts on anal yzing
options for change.

Today, we plan to describe recent changes made by
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CVMB to the paynent system discuss paynent nethods used by
ot her payers, and finally |l ook at sonme new devel opnents in
the private narket.

Al t hough Medi care covers relatively few outpatient
drugs, both utilization and spending for these covered drugs
have been growing rapidly. 1In fact, by nore than 20 percent
a year for the last three years. In 2001, Medicare spent
nore than $6.5 billion on Part B drugs and this total does
not include drugs dispensed in outpatient apartnents or in
dialysis clinics.

As |'m sure you remenber, Medicare reinburses
providers at the rate of 95 percent of the average whol esal e
price or AWP. Under Part B drugs are generally provided by
physicians in their offices or pharmacy suppliers when the
drugs are used with durable nmedical equipnment. Physician-
billed drugs account for nore than 75 percent of total
Medi care expenditures for covered drugs and it's primarily
t he physician-billed drugs that we're going to be focusing
on today.

| want to di scuss one change that CMS has al ready
i npl enented and then a couple of other things that the

agency is doing that have inplications down the road for the
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way in which Part B drugs will be paid for.

CVS recently inplenented a change in the way
paynent rates will be cal culated. Instead of having each
carrier calculate AWSs, they have determ ned that there
woul d be what they call a single national drug price or SDP
It will be determned for all carriers by one chosen
carrier, Palnetto GBA. Medicare will still pay 95 percent
of AWP and AWPs will still be cal cul ated based on the same
sources that all the carriers are currently using, red book
and national databank, but it wll be done by this one
carrier with expertise in finding the AWP's and then all the
carriers will use it.

CMS has estimated that this will save the program
about $50 million annually. The policy will not affect
drugs di spensed by outpatient departnents or drugs purchased
from pharmacy suppliers along with DME. The DMVE carriers
have for awhile had one set of prices that all of the DVE
carriers use.

Est abl i shnent of the single drug price could
create the infrastructure for further changes. In tinme the
carrier -- and this is sonething that the CV5 adm ni strator

di scussed in congressional testinony in October. In tine
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the carrier could use a market survey to cal cul ate AWPs
based on what providers actually pay for the drugs. The
agency has previously estimated that this approach could
save about $500 million annually.

| want to briefly note, and these were not in your
mailing materials, two other devel opnents that could
potentially have effects. Recently, on Decenber 13th, CMS
issued an interimfinal rule on inherent reasonabl eness.
This establishes a process for changing prices if paynent
systens result in prices that are grossly deficient or
excessive for an itemor service covered under Part B and
excl udes physician services.

| f the paynent adjustnent that would be required
to make the paynents nore in accord with market prices
exceeds $100 mllion per year, the change would have to go
t hrough a Federal Register process and there would be a
public conmment period of about 60 days.

Any changes woul d have to be made gradually over a
course of a nunber of years depending on how nuch woul d be
needed to get the price nore in accord with nmarket prices.

The second thing | wanted to call to your

attention is sonmething that happened in the outpatient rule.
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CVB determined that a particular drug that had received
pass-through status, they used clinical criteria and
established that this drug, which was a new rat her expensive
drug was what they called -- and this is a new termof art
for CM5 . They determined it was functionally equivalent to
anot her drug that already been approved and so they set the
pass-through paynent at zero and are paying for that drug at
the sane price in which they pay for the older drug. This
does not affect paynment under Part B where it would still be
rei nbursed at 95 percent of AWP. But this sets a precedent
that potentially could be used in other situations.

MR. HACKBARTH. Joan, the first part of that, the
Decenber 13th notice, so basically that just established a
process for determ ning or applying inherent reasonabl eness?
It was not specific to these drugs?

DR. SOKOLOVSKY: No, but it does specifically say
that it can be applied for drugs.

Next, I'd like to talk about what private payers
are paying for physician-billed drugs. But before | do that
| need to spend sone tinme tal ki ng about the kinds of drugs
that we're tal king about. And in the private market these

drugs are usually referred to as specialty drugs.
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Specialty drugs are obviously not exactly the sane
as Part B drugs and, in fact, they're such a new idea that
t hey have nany definitions. |n general they're physician-
billed drugs and ot her high cost injectables and they are
the nost rapidly grow ng portion of both the private as well
as the public pharmaceutical market.

An estimated $19 million were spent on specialty
drugs in 2001 which represents an increase of 24 percent
over 2000. At this point they represent 11 percent of the
U. S. pharmaceutical market. So this is a really rapidly
growi ng pi ece of the pharnaceutical narket.

DR RONE: |I'msorry, but $19 mllion could not
possi bly be --

DR. SOKOLOVSKY: $19 billion.

DR. RONE: Ch, okay.

DR. SOKOLOVSKY: These are the drugs that are used
treat cancer, AIDS, henophilia, hepatitis C, M5 and anem a.
And as | said, they're high cost drugs. They range in price
from $5,000 to $25,000 per patient per year. They al so
require a lot of special handling. Each unit those needs to
be individually prepared based upon the wei ght of the

patient and the doctor's particular dosage instructions.
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They need to be refrigerated, many of them shi pped quickly
to prevent spoil age.

Because of the high cost many insurers require
prior authorization before dispensing. And the drugs often
have unpl easant side effects and patients need frequent
monitoring to ensure both that the side effects don't
require intervention and also to ensure that patients don't
give up on lifesaving drugs because of the unpl easant side
effects.

Why are these drugs growi ng so quickly? Well,
partly because the nunber of people living with serious
chronic conditions is rising and because of the devel opnent
of new treatnents for managi ng these diseases that didn't
exi st before. But the largest driving factor in increase in
this particular kind of drug is the increase in the nunber
of biotechnol ogy drugs in the market.

80 bi ot echnol ogy drugs have recei ved FDA approval .
There are many nore in the pipeline. These are the kinds of
br eakt hrough drugs that you read about, they actually fit
into this category. Not only are they expensive initially
but there is currently no FDA process for approving generic

bi ol ogicals, so there is no reason to think that the price
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will go down in at |east the foreseeable future.

At the sane tinme as Dyckman & Associates did their
survey on what private plans were doing about physician
fees, we asked themto al so ask health plans about how t hey
paid for physician-billed drugs. This was a survey of 32
| arge health plans with a conbined enrollnment of 45 mllion
lives. W asked them again what fornula they were currently
using to pay for coverage of physician-billed drugs and
whet her they anticipated nmaki ng any changes in the formul a.

The survey found that paynent systens for these
drugs were in a state of flux. Mst of the plans, or at
| east half of them either had just made sonme changes, were
about to make some changes, or were at |east considering
changes. All plans reported pricing based on AW but 11
have devel oped or are devel oping di fferent nmethods for not
all drugs but at |east categories of drugs. Mst paid as
much or nore than Medicare for physician-billed drugs and
the pricing nmethod, again variation was by the kinds of
drugs, therapeutic class of drugs, when the drugs did.

As | said before, these paynment nethods are very
much in a state of flux. |It's because of the rapid growth

in the utilization and spending for these drugs. Wat was a
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little piece of the health care pie is growing rapidly
enough that plans are beginning to take nore notice of them
And at the tine of the survey about having half of the plans
had changed, were changing, or were evaluating their paynment
met hods for 2003.

Lots of different strategies were discussed by the
pl ans. Some were sinply lowering the percentage of AW that
they were paying for particular drugs. Sonme were asking
physi cians to submt invoices and payi ng acqui sition costs.
Sone were setting up group purchasing organizations to buy
drugs for their physicians and then reducing the
rei nbursenent | evel for physicians who purchase drugs
out si de of the group purchasi ng organi zati ons.

The nost common change we found was that plans
were working on selective contracting for sone particul ar
categories of drugs. Selective contracting is a relatively
new nmet hod for paying for drugs that depends upon new
entities in the health care system It is this new and
rapi dly growi ng market for providing specialty drugs, which
has led to the growh of specialty pharnaci es.

Speci alty pharnaci es devel oped as niche providers

for one or small nunber of serious nedical conditions. They
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tend to specialize in not a particular drug but a particul ar
condition. Henophilia was the first disease that specialty
pharmaci es got very nuch involved in. Currently about $7
billion or 30 percent of specialty drugs are dispensed

t hrough speci alty phar naci es.

These are not just things that insurers use, they
are things that physicians use to purchase drugs.

They have a great many differences with
conventional pharmacies. First of all, they don't have to
be buildings. They generally aren't brick and nortar
pharmaci es that you go into. Mst of their work is done
through mail order. These pharnaci es have expertise in
preparation, the managenent and the delivery of therapies
associated wth a particul ar di sease. They have conpli ance
prograns to make sure that all of the kinds of prior
aut hori zati ons and whatever fornms are necessary are
conpleted so that providers will be reinbursed for the cost
of drugs and manufacturers will be paid for the drugs that
t hey rei nburse.

They have patient assistance prograns. Sonme are
devel opi ng di sease managenent prograns. Sone of the

speci alty pharnmaci es have special relationships with
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particul ar manufacturers.

One of the problens that's been discussed with
specialty pharnacies is that because they focus on specific
di seases they nay not able to nonitor interactions between
drugs taken for different conditions. They know very well
what you're doi ng about one particular condition but wll
not necessarily know, if you have conorbidities, what other
ki nds of drugs you're taking.

A second way in which specialty drugs are being
di spensed is through the |arge PBMs. Mst of the bit PBMs
have either purchased specialty pharmaci es or are devel opi ng
their own specialty pharmaci es. Because they |ink purchase
of specialty drugs with all the other drugs that they're
covering for a particular payer, they are better able to
track drug utilization. They also try to bring the tools
that they use to nmanage expenditures for drugs and ot her
settings to use of drugs in this particular setting.

Sonme have worried that the use of PBVMs to pay for
t hese drugs could result in the kinds of formularies where a
doctor's decision that a particular drug is needed for a
particul ar di sease may not been necessarily handled if

there's a formulary that's set up that recommends a
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di fferent drug.

The third nodel that seens to be growing in the
private marketplace is that some health plans are taking
over the managenent of specialty drugs. Sone of them set up
networks with different specialty pharmacies that nonitor
di fferent diseases and then they do the adm nistration that
links the interactions between different drugs.

Based on the survey results it seens |ikely that
nore health plans will be noving in the direction of sonehow
working with the specialty pharmaci es or PBMs.

| think this look at the private market for
specialty drugs has sone inplications for our analysis of
paynent options for Medicare. The first thing that | think
has to be stressed is that utilization of physician-billed
drugs is going to continue to rise and rise rapidly. W
need to get the paynent systemright.

Secondly, | think it's inportant to recogni ze that
this is not a sinple system The drugs aren't sinple and
t he nethods for paying for themare not sinple. W should
be careful about devel oping a policy that pre-enpts
i nnovations in a marketplace that's changing so rapidly.

Finally, paynment reform should consider the
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di fferent categories of covered drugs and biol ogicals and
consi der when devel oping a policy whether different
strategi es may be appropriate for different categories of
dr ugs.

| wel conme your conmments.

MR. HACKBARTH: Joan, this to ne seens a bit
rem ni scent of our discussions of paynment for new technol ogy
where we're troubled with the status quo and that outpatient
pass-through system But it's one things to be dissatisfied
with the status quo. It's another thing to come up with an
option that works for a programli ke Medi care.

| renmenber in our discussions of paying for
technol ogy we went out and surveyed private payers and
delivery systens about what they did and then we had a
di scussi on about how well or not well some of those nethods
woul d apply to a program i ke Medicare.

It seens |ike what we say here needs to be closely
coordinated with that. Am | barking up to right tree here?
Aren't a lot of issues the same?

DR. SOKOLOVSKY: Many of the issues are the sane
but I think because we are limting it to a discussion of

drugs and biol ogicals, we have concrete strategies out that
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are being tested and we can | ook at themfor that reason.
MR. HACKBARTH. Strategies used by private payers
that we do think --

DR. SOKOLOVSKY: By private payers and public

payers.
MR. HACKBARTH: That will work for Medicare?
DR. SOKOLOVSKY: Potentially. W have sonething
to anal yze, | think.

MR. HACKBARTH:. Just one ot her question about the
context. Wen we did the survey you said that we found that
nost were payi ng as nuch or nore than Medi care?

DR SOKOLOVSKY: Yes

MR. HACKBARTH. That caught ny ear because | had
the inpression fromour previous discussions that we were
sort of the |one cowboys, the last to figure out that this
was a problem

M5. DePARLE: W definitely had that discussion,
Genn. And in fact, | renmenber -- | could be
m srenenbering, but | thought back in 2000 or so there were
i nspector general reports and nmaybe ot her reports that
basically said that. So | was very surprised when Zachary's

i nformati on showed they were using AWP.
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DR. ROAE: | think before we thought you were the

| one cowboys. Now the situation has changed to the point
where you're the | one cowboys and you don't know it.

DR SOKOLOVSKY: The difference here, | think, is
that these are not what providers are paying for these
drugs. Providers are paying less for these drugs. But just
as in Medicare, nost insurance plans that have not noved to
t hese new systens are third-party payers. They reinburse on
the basis of a fornula which, as in Medicare, is irrelevant
what the provider paid. And they don't get the discounts
and the rebates that a provider nay or may not get.

M5. DePARLE: You're right. [I'mnot sure that the
| G reports actually went to the issue of what do other
payers pay. That's what was interesting, new information
out of the report that we comm ssioned, | thought.

DR MLLER If I could clarify, don't sone of
t hose reports address what other parts of the --

DR SOKOLOVSKY:  Yes.

DR. MLLER  For exanple, the VA

DR SOKOLOVSKY: When we | ook at Medicaid, we find
t hat physician-billed drugs, Medicaid is not very different

from Medi care. The Medicaid rebate does not apply for drugs
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billed in physician offices.

These drugs really are different. Wen we | ook at
the VA it's a very different system because it's an
integrated delivery systemand they do have a method for
tracking what's the |owest priced that any private payer is
paying. By statute, they get that price. And then, because
it is an integrated delivery system they are also able to
use conpetitive nethods to devel op sone sorts of formnularies
in specific diseases categories, make the statement that two
drugs are functionally equivalent as CM5 has said and then
go to the manufacturer and negotiate for a | ower price. But
they are the direct purchasers, so whatever discounts they
can get, the get the benefit of.

DR MLLER | only bring that out because |I'm
sort of left with the reports were saying it's not what the
provi der pays and there are a couple of other payers,
al t hough not necessarily private payers, who can't get a
| ower price.

M5. DePARLE: | would be interested, if Joan
under stands, that she could just do a chart which show t he
various payers, because as | was listening to this it sounds

like Medicaid -- Medicaid is entitled to the best price
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given to a private purchaser, right?

DR. SOKOLOVSKY: The best price at a retail |evel.
And so for pharnmacy supplier drugs they get nuch better
deal s than Medi care under Part B.

M5. DePARLE: But the rebate does not apply to
many of the drugs that Medicare al so pays for because
they're given in a physician's office.

DR. SOKOLOVSKY: And you don't buy them --

M5. DePARLE: So Medicaid also is paying nore than
sone other private payers, probably. [It's interesting.
don't know if it's possible to reduce this to a chart but
|'"d be interested in seeing it.

MR. MULLER. My questions are along the sane |ines
that were just discussed by Mark and @ enn and Nancy- Ann,
which is one | ooks at the conparisons of the VA or Medicaid
or the big PPMs or even achieved the GPCs in ternms of -- in
sonme sense one has different tacks. One is one of just
usi ng purchasing volunme to get a price, as you point out on
the specialty drugs it nay be | ess possible to get that.

O hers, as you say, try to do nore case
managenent. That's one of the thenmes | would say certainly

of the VA and it may be one of the thenes of sone of the big



10

11

12

13

14

15

16

17

18

19

20

21

22

354

private payers in terns of trying to have nore di sease
managenent as a way of trying to control this.

So | think, in addition to Nancy-Ann's question
about trying to get some rough conparison on a scale of 100
or sonething like that, what does the VA get versus the big
GPGs versus Medicaid versus the PBMs, if we could also be
| ooking at the various tactics in sone kind of conparative
way, are we likely to get nore bang for our buck in terns of
havi ng sone kind of conpetitive bidding or adm ni stered
pricing-type mechanismto kind of |ook at the price of
specific drugs? And what proportion of the drugs that are
i nside the Medi care program woul d be captured by such a
mechani sn? |t may be you can only capture -- 1'Il just make
up a nunber -- 50 percent. | don't know what the nunber is.
And t hen you have to think about how you capture the other
50 percent, not to be wed to those nunbers, versus what one
can get out of case nanagenent.

| think there's a lot of interesting case
management work goi ng on around the country. M/ sense is
that -- again, I'"mnmaking this nunber up -- if we push 25
percent of the drugs and case managenent -- | nean, if we're

able to reach 25 percent of the drugs in case managenent |
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woul d be very surprised because | think that's a field that
may take many years to unfold.

So | ooking at the kind of strategies, | think
that's covered in your chapter here, would al so be hel pful
as we think about one mght do three, four or five years out
because certainly the curve on this, on drug costs -- and we
di scussed this over the last year -- it's not quite as steep
as the cost of SNFs in the '90s but it's a very steep one.

So t hi nki ng about what one can do in |earning from
t hat conparative experience, | think |looking at it
tactically as well would nmake a | ot of difference.

Thank you.

DR. RONE: Just a couple of general coments.

This is interesting.

| think when we first approached this issue there
was sone concern (outrage) on the part of sone comm ssioners
-- at least nyself -- at the difference between what
physi ci ans were paying for the drugs and what they were
bei ng paid by Medicare, particularly in cases of sone
oncol ogi sts, sonme of the data that we were at |east
present ed.

And | think that | certainly would not want us to
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say well, it's okay because the private payers are doing it,
too. | nean, | don't think that the nessage here is if
there are these gross disparities, that paying $50 or
getting paid $1,000, or whatever the nunbers were, if others
are paying at also, who al so have other arrangenents with

t hose physicians and may be paying | ess for other services
or whatever, we shouldn't say well, we should continue to
pay these outrageous prices because, after all, others are.

| want to make sure we don't get into that.

MR. HACKBARTH: | agree with that.

DR. RONE: There may be a little bit of that when
we say oh, gee, we checked and everybody else is doing, it's
okay, let's go on to the next thing. | think we need to
focus on fixing that and finding out what the right price is
and paying it and reducing it. And if we're |eading the
way, for a change, that wouldn't be so bad. And the health
pl ans woul d be happy to follow So | would |like to see
sonething |ike that.

The second is at this point | think probably every
menber of Congress has voted for one or another outpatient
prescription drug benefit and it's likely, | guess, and nost

peopl e think, that some outpatient prescription drug benefit
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may becone | aw, which | think would be a good thing. And |

think it's really inportant that we nmake it clear that this
is different and that whatever we're doing here isn't

Medi care's approach to handling drugs. Now we're going to
roll in all the rest of these drugs and oh well, we have an
approach to handling drugs, here it is. And that this is
really a different species and would be handl ed very
differently, distributed differently, et cetera, et cetera.
And there mght be just a statenent here saying this really
doesn't inform any discussion about what system Medicare
shoul d set up, whatever that m ght be, for the usual and
customary nedi cati ons.

DR. NEWHOUSE: Four comments. |'ve been | ooking
into the cancer drugs for other reasons and what |'ve been
finding out is that it's not very sinple to conpare Mdicare
with the private side, that the private side differs by
market, that in general if you have a single oncologist in
town, he or she can command a higher price than if you have
several. The private side just doesn't work the way
Medi care does and say we pay 95 percent of sonething, take
it or leave it. So it may not be easy to get a conparison

t here.
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The second point that I'd like to just raise for
us to consider is that talking to the oncol ogi sts, the
oncol ogi sts conplain that Medicare try to justify their
mar kups in part because Medi care doesn't pay an
adm nistration fee. And I'mnot sure -- there ought to be
sone deal here. The markups seem so high that at they're
greater than the adm nistrative fees the private side pays.
|"ve been | ooking into what the private side pays for
adm ni stration, too.

And | think if we're going to say sonet hi ng about
this, we ought to think about adm nistrative -- paying
sonething for admnistration. But that would be part of a
nore general change in paynent structure here.

The third point is I'd like to agree with Jack and
even strengthen his point about not ermul ati ng what the
private side is doing. If we do that, we invite distorting
the private side because the manufacturer will take into
account the fact that Medicare prices going with the private
side. This is exactly what happened when Medicaid went in
that direction and if Medicaid was to get the | owest
avai l abl e price, the | owest avail able price went up.

And the fourth thing is just a comment really on
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Ral ph. Bidding is great, and | agree with it, but it only
really works if there's a good close substitute. And in a
| ot of these areas, | think there isn't a good cl ose
substitute. So bidding just isn't available. You re kind
of stuck with saying this is what we're going to pay, |
think. And |I'mnot sure that -- we've tal ked about there's
not necessarily a very good way to do that. |[|'d be happy to
be wong on that and think that there was away for bidding
to work, but | don't think so.

M5. ROSENBLATT: | think, Joe, the conplaint that
t he oncol ogi sts have is not that there is no admnistration
paynent. There is one. |It's the adequacy of it. And that
has been what the debate has been and that is sonething that
Congress has to change. There's been debate and hearings at
whi ch t he oncol ogi sts have testified about that.

Secondly, I"'mnot quite sure | understand your
poi nt about the manufacturer incentives and what i npact
Medi care's changes m ght have on the conmmercial sector
pricing. No doubt it nmay have an effect, but right now
think the point is the manufacturers are offering, in sone
cases, these drugs to physicians at nuch | ower prices than

they offer to others, it appears, to encourage themto
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prescri be them

MR. HACKBARTH: The effect nmay run the other way,
that they say we can afford to offer these | ower private
rates because we know Medicare's going to pay a huge anount
for the drugs.

DR. NEWHOUSE: M point was -- | wanted to speak
agai nst a policy that Medicare paid X percent above or bel ow
100 of what the private sector paid. There was sone effort
to link Medicare pricing to what was observed in the private
mar ket .

MR. FEEZOR: Just a couple of things. First, Joan
| think it's a good coverage of what's going on and
certainly the issue of specialty pharmacies is sonething
that, when we recently went out for consideration of a new
PBM contractor, was one of the distinguishing
characteristics that we | ooked at in terns of trying to
manage our cost.

Two things I'd sinply like put on our radar
screen. | guess one is increasingly the prospect of
genetically tailored pharnaceutical agents and what sort of
reasonabl eness or how you cope with that. So |I would just

put that up as a question mark for the future.
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The other thing, Joan, there is an effort -- and
G enn may speak nore to it than | -- about 19 states are
trying to put together a consortiumin their drug
purchasing, both in terns of their state enpl oyee prograns
and even possibly their Medicaid progranms being led by a
outgoing -- | guess he's now gone, Kitzhoffer in Oegon,
some of his fol ks, growing out of their effort to do
ef fectiveness conpari sons and maybe sone joi nt purchasing.
And we probably ought to try to nonitor that as well.

DR. NELSON: Joan, you nention drugs and
bi ol ogi cal s as being separate, but it m ght be hel pful
sonewhere to use the FDA or sonme other definition and define
drugs and bi ol ogi cal because there are sone differences.
You point out that biologicals are in a rapid growh

position and certainly with nonocl onal antibodi es and things

of that sort, | agree with that. | think that's true.
But this also has inportance, | believe, because
downstream probably we'll deal with this by nore explicitly

defining the work in adm nistration and managi ng the pati ent
around the adm nistration of these products. | t nmay very
wel|l be that there's a different kind of work in managi ng

bi ol ogi cal adm ni stration than drugs. So that definition
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and distinction would be useful |ooking forward to that, as
wel | .

DR WOLTER: | was just going to add -- and it's
probably inplicit in many of the comments that have al ready
been nmade -- but an aspect of this has to do also with
differential paynent in different sites. And if our
phi | osophy over tine is to try to not have that -- and this
one may be even nore difficult than the ASC hospit al
out pati ent discussion, but I think it is part of the
anal ysis we may want to weave in.

MR. HACKBARTH. Anybody el se? Ckay, thank you,
Joan. The last presentation will be nade by Karen on using
incentives to inprove quality.

Karen, while I"'mthinking of it, is part of your
introduction to put this in historical context, if you will,
in how we cane to this subject? Actually, Dave and | had a
conversation | ast week on the phone and, being a new
comm ssioner, he wasn't quite clear on how we cane to be in
this conversation. So if you would spend a m nute
expl ai ni ng how we got here, that would be hel pful.

M5. MLGATE: | may have had a shorter version, so

"1l lengthen it just a tad. | was going to start with the
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retreat and not our discussions |ast year, but we could go
t here, too.

MR. HACKBARTH. Just briefly, I think it would be
hel pful to go back to | ast year and explain, very quickly,
how we cane to this

M5. MLGATE: This discussionis really a foll ow
up to our panel discussion in Cctober, nost directly, and
then also really it's been a progression from di scussi ons we
had | ast year in preparation for our report on applying
quality inprovenent standards in the Medicare program where
we struggled with the concepts of how to apply standards
across different types of plans and providers.

So through that discussion we basically, as a
comm ssion, cane to the | guess conclusion that they needed
to be applied differently but that left us in a situation
where there was some unevenness in how those standards were
applied. And one of the concepts that the conmm ssion felt
strongly about is that there should be sonme way of actually
rewar di ng those plans or providers who actually reached a
hi gh | evel performance or else put a lot of effort into
i nproving their performance.

And so we got to the point of recomrendi ng that
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t here should be some type of reward for providers or plans,
but didn't really get to the next step, which is what would
those l ook like? So in many ways this discussion is kind of
a further fleshing out of what woul d those | ook |ike and how
woul d you address sone of the issues that may be unique to
Medi care and trying to put in place incentives to inprove
quality.

There was al so further a discussion at the retreat
about the inportance of trying to align financial incentives
in Medicare. And then we had the panel discussion in
Cct ober where, | guess, the takeaway that | heard fromthe
commi ssion fromthat was it's very inportant to align
incentives in Medicare to encourage quality and it's very
difficult to figure how we would do so. | think daunting
tasks was a couple of words that | heard com ng out of that
di scussi on.

So what we're hoping to do with this discussion
t oday, over the next few nonths, and sone anal ysis of
current nodel s of how private sector purchasers and payers,
as well as public sector purchasers and payers, are using
incentives is to shed sonme |light on that daunting task to

try to make a little bit |ess daunting, so we understand
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sonme of the conplications and perhaps have sone idea about
t he best ways for Medicare to proceed.

So today this is a chance for you to give staff
sone feedback on an outline and sone ideas about how to
proceed wth these concepts.

So first of all, it's inportant to define howto
proceed? Inproving quality is often rewarded through | ower
costs, through increased volune, so purchasing of better
qual ity products, and sonetinmes through increased price.

However, in health care that's not exactly how it
happens and while quality inprovenent takes resources and
commi tnent, both staff conm tnent and executive | evel
commtnment to quality inprovenment as a task, there really at
this point are few rewards for putting those efforts in
pl ace. Providers and plans certainly get personal and
prof essi onal satisfaction, they neet regulatory or
accreditation standards, but sonetinmes the entities that
actually put in place the quality inprovenent don't even get
any savings fromthem if there are savings. And when there
aren't savings, when it's a matter of sinply investing
noney, often those inprovenents aren't well known by either

the patients or the payers, or if they are known through
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sonme type of public disclosure, often there is not
necessarily a nmechanismin place to steer patients or payers
to better quality providers.

In addition, paynent incentives are often neutral
or negative. This is certainly true of the Medicare program
where we basically pay the sanme regardl ess of quality, so
that's a neutral incentive. And sonetinmes, in fact, when
gquality is worse we pay nore. For exanple, when there are
conplications in procedures that may be due to the fault of
an institution, sonetines the person will get kicked up into
a higher DRG and so there's actually a higher paynent for a
wor se qual ity product.

So why is it inmportant for Medicare to engage in
the discussion? In the Institute of Medicine report called
Crossing the Quality Chasm incentives were a big piece of
the solution, as part of the national quality agenda that
they laid out. And they suggested in that report that
Medi care was a very inportant part of the solution
primarily because they were really the | argest single
purchaser. So without Medicare it would be difficult and it
woul d be very inportant to themto take a lead role in

trying to figure out the best way to put incentives in place
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to encourage quality inprovenent.

And as | noted in ny introductory comments, MdPAC
al so recommended the use of rewards to recogni ze i nprovenent
and performance in the January 2002 report on a applying
qual ity inprovenent standards.

So how coul d incentives work? For better
perform ng providers -- and | want to just note when | use
the termbetter performng, it's used in two ways. One is
to recogni ze those that are at a high | evel performance
al ready? And the second is for those who may start at a | ow
| evel and actually put sone extraordinary effort into
i mproving their performance. That was al so a di scussion
that we had back in last year which is sonething that we
need to be deci ded as Medi care goes forth in thinking
t hrough what to reward, but that's what |I'mmeaning, |'m
capturing both those concepts.

So for better perform ng providers, incentives
could -- and once again | want to stop to say in terns of
incentives. there we're tal king about both financial and
non-financial. So the concept, at least that |I'm presenting
here, is that both non-financial and financial incentives

coul d have sone inpact on the finances of the organization.
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The first two bullets really tal k about decreased
costs and the second two bullets are ways to increase
revenue through incentives. The first is shared savi ngs
nodel s where you would try to recogni ze nore explicitly the
contribution that various providers within a health system
make to inproving quality. For exanple, if a primary care
practice put in place protocols that kept sone fol ks out of
the hospital, would there be ways for those folks to capture
sonme of the savings for the overall health system because
they're putting in place the investnent to actually inprove
the quality for their patients ever.

Nunber two is to decrease the cost of regul ation
whi ch coul d decrease the cost to the provider -- | guess
that's a fairly obvious one -- through perhaps nore focused
surveys. So regulators or accreditors could decide to focus
nore specifically on certain areas where providers were
havi ng probl ens rather than full-blowm surveys. O in one
exanple, CM5 in the M+C program has exenpted MtC pl ans t hat
are at a very high level of mamography rates from having to
do a national project on nmanmography.

The second two bullets are basically exanpl es of

how i ncentives could increase revenue. The first is
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i ncrease volunme and that woul d either be through public

di scl osure of information that consuners would use. They
woul d then choose to go to the better perform ng providers.
O not leaving it necessarily to the will of the consuner
totally, putting in place sone types of financial incentives
for consuners to go to better perform ng providers.

The second woul d be explicitly recognizing the
efforts of the provider by perhaps paying a higher price to
t hose who show better performance.

So clearly there are many design issues in trying
to put incentives in place. There's what do we want to
encourage, what information to use? W would you actually
try to encourage to do sonmething? And how would you
i npl ement the incentives.

In terns of what we would want to encourage, we
suggest in the outline that it would be useful to use the
| OM framewor k whi ch has explicit conponents of quality and
that will give us a sense of, in sone ways, what type of
guality we're encouragi ng, rather than just using whatever
information is out there on particul ar providers.

So we woul d suggest focusing on safety, clinical

ef fectiveness, patient perception or patient-centered care -
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- they're kind of used interchangeably in the report -- and
tineliness. Once we decide what it is we want to encourage,
then there are questions that | think I've hinted at, in
terms of are you giving rewards for high performance in
these areas? O are you actually trying to get providers to
i nprove so that you will then give theman incentive to

i nprove what they're doing?

And then finally -- and this one depends a little
bit upon, | guess, what's actually available -- are you
going to nmeasure inprovenent by |ooking at the structure,
for exanple? Do you want to give an incentive for health
providers to put in place information systenms. Cearly, the
di scussion that began yesterday and continued today, | think
from Jack's suggestion is kind of the kind of thing you'd
work through there. Are there sone kind of structural
i nnovations that the Medicare program can encourage?

Processes are things |like the QO programis
| ooking at, primarily in hospitals where we know that, for
exanpl e, beta blockers after AM are a good thing. And so
you woul d nmeasure those and then give rewards for high rates
of those.

And outcones could include things as varied as
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nortality rates, functional inprovenent, for exanple for
home health is sonmething that's neasured in hone health.

And one that's | ess tal ked about but comes under the rubric
of patient perception is, for exanple, patient understandi ng
of medi cation once they |eave the hospital, is sonething

t hat has been tal ked about in sone circles.

What information to use? This is one of the nost
critical pieces and often nost well debated in this area.
How good are the nmeasures? |If you're to distinguish between
i ndi vi dual providers and plans you need to nake sure that
t hose neasures are really good nmeasures and that they're
measuri ng what you think they' re neasuring, and that you can
actually conpare across different facilities and providers.

We find, in just our prelimnary | ook at things,
and | guess we found this through our report |ast year that,
in fact, neasurenent is better of sone providers than
others. So there may be different incentives dependi ng upon

who the provider is and how good the information is.

Who you want to incentive depends, | think, a |ot
on your goals. It depends upon who has the nost ability to
af fect what you want to be affected. It could be at the

physician level, hospital level, health systemlevel. So



10

11

12

13

14

15

16

17

18

19

20

21

22

372

that's sonething that would need to be deci ded.

And then how? Wat is the nost effective and
sinplest to inplement? For exanple, in CVMS currently there
was article that came out yesterday in JAMA that tal ked
about the successes of the QO program at least | would
characterize it that way, in actually creating inprovenent
on 20 of the 22 neasures that they' ve worked on.

In that case there's not even public disclosure of
the information. It's sinply neasuring how vari ous
institutions are doing on certain neasures, feeding that
information back to the institution. And | guess | wouldn't
credit all of the inprovenent to the Q Os because there's
been a |l ot of other efforts that have joined those QO
efforts, but I would say it's one nodel to use of neasuring
and feedi ng back information.

And | wanted to note something el se here because |
thought it was an interesting thing that |I feel |ike we've
al ready found through talking to private and public
purchasers and payers. There seens to be a progression out
there, in terms of payers and purchasers use incentives. It
seens to be a progression of figuring out how to nmeasure,

what to nmeasure, talking wth providers so that there is a
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good buy into what those neasurenents are. Then a feeding
back to providers. And at that point then, payers start
tal ki ng about maybe we should give this information out
publicly or to our enrollees. And then they get to the nore
difficult but perhaps nore effective incentives of financial
incentives, either to providers or to beneficiaries.

So it's kind of an interesting thing to consider
whether it's actually a continuumof effort, so you don't
really plop yourself right up there at financial incentives
wi t hout goi ng through sone of those other steps.

So what types of incentives are we thinking of
considering? These are the six that we have identified
through sone initial analysis, so it was sonething that |
woul d be | ooking for guidance on fromyou all, is if this
sunms up what you think is out there, if there are other
types of incentives that we may have not found in what we' ve
| ooked at so far.

DR ROAE: Are these in priority order?

M5. MLGATE: No, they're not in priority order at
all.

DR. RONE: \What order are they in? They're not in

al phabetical order.
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M5. MLGATE: | don't want to say they're in any
particular order. | guess that in -- because | would say
sonmething that's not right. No, there's no particular order
here except the first two are not financial and the |ast
four are.

M5. DePARLE: The first two are things they're
already doing. It isn't quite in ternms of ease of
i npl enent ati on.

M5. MLGATE: It's not ease of inplenentation.
That's w hat | was thinking but it's not really -- yes, cost
di fferences for beneficiaries would be at the bottom
think, in terms of ease of inplenentation. So no, there's
no particular order except those are the distinctions, yes.

| wasn't that clever. | should have thought of
sormet hi ng.

The first is public disclosure and that's fairly
evident. That would either be where a plan would feed
i nformati on about different types of providers to the
enrollees for themto choose. O the other way that is
done, or reason that's done, is often just publicly
di scl osing the performance of providers for accountability

purposes. So it's both for choice and accountability.
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Fl exi bl e regul ati on, again, | gave you a couple of
exanpl es earlier of ways that you can decrease the costs for
provi ders and plans through fl exible regulation.

The third is paynment differentials for providers
and that woul d be basically gathering information that you
woul d deci de woul d be a good neasure of provider performance
on quality and then figuring out ways to actually pay the
hi gher perform ng providers nore.

Cost differences for beneficiaries could be done
t hrough cost sharing. Cearly, this is easier done in the
private sector than the public sector, where in fact
beneficiaries m ght pay higher amounts if they go to | ower
perform ng providers and less if they go to higher
perform ng providers.

Shared savings is a strategy that's been used in
sonme health systenms to try to give incentives for different
parts of the system different providers, to actually work
together to inprove quality. So that the entity that may
put the investnent in inproving quality gets sone savings
back to thensel ves, as well as any that nmay | ose noney
because of quality inprovenents m ght be conpensated for

sone of those | osses. For exanple, |ower hospitalizations
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woul d save noney for a health system but woul d cause the
hospital sonme adm ssions. That's sonething that we could
debate whether you'd would want to reward or not.

Then the last one is capitation/shared risk.

There we're tal king about an overall paynent incentive that
essentially encourages whoever gets those dollars to better
coordinate care so that there if, for exanple, they do
reduce hospitalizations for diabetics, that they would get

t hose savings through the shared risk or the capitation that
t hey receive.

So those are all general considerations. |In
| ooking at this may be applied to the Medi care program many
issues arise. This is really not intended to be an
exclusive list at all. 1It's just sone ideas about sone of
the nore difficult issues that the Medicare program and thus
the conmission in this discussion would need to think
t hr ough.

First, it would need to be done different in fee-
for-service and the managed care side of the program So
we'd have to think explicitly through some of those issues.
Sonme of the incentives are achi evabl e through regul ati on.

O hers would need legislation to inplement. So that woul d
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need to be considered. And there may be uni ntended
consequences of putting incentives in place. For exanple,
if an institution gets designated as a high quality cancer
care provider, they make get all the hard cancer cases. So
that woul d need to be sone risk adjustnment there that would
be adequate to capture those issues.

Access issues mght arise. |If there were
incentives for beneficiaries to go to one provi der over
another, that could end up in making it difficult to access
care in sone communities if providers closed or there may be
i ssues about equity, of whether sonme providers could
actually afford to go to one or the other, or travel to go
to one or the other.

The third, crowding out of quality innovation is a
concern sinply because Medicare is such a | arge purchaser
that you woul d assune that the direction the Medicare
programis going, in fact, could essentially becone the
direction that the nation goes in terns of quality
i nnovation and that would need to be considered to nake sure
that didn't crowd out other efforts at innovating.

| npl enent ati on i ssues are many but the three that

are listed here: one, budget neutrality. Wuld this be new
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noney for incentives, for the financial incentives, or would
there be a taking away fromsone to give to others? Jack's
i dea, once again yesterday, about |IME intrigued nme because
it was a nechanismfor creating a pot of noney that you
woul d then need to define a product as to how you woul d then
give it to various providers. And | think that discussion
highlighted the difficulty of defining the product sonetines
and that's clearly true in this area as well.

The availability of skills for a very conpl ex
task, trying to make distinctions between providers and
beneficiaries isn't sinple and Medicare is a |arge program
i nvolving many, many different parts. So it could be a
difficult task to take on.

And then finally, the locus of control. W're
tal ki ng about decisions that could drive the quality agenda
for the nation. W're talking about issues about nobney
nmovi ng between providers. So there's questions of whether
Congress shoul d deci de sone of these issues, whether CMS
shoul d have control, how would the public have input, and
t hose kinds of issues would need to be discussed and
deci ded.

That concludes ny presentation, so |I'd be
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interested in your feedback and gui dance on the direction of
t hi s di scussion.

MR. FEEZOR: Karen, as always, your deep depth and
interest in this area is quite recognized and | think you've
laid out an excellent franmework for us to consider.

Just a couple of observations, or a couple of
things to track sort of as we | ook toward some exanpl es of
what has helped in terns of public disclosure besides those
t hat Medicare may be involved in, | guess primarily on the
SNF side, that we mght |ook at, | guess, if sone of the
efforts |like Pacific Business Goup on Health and their
efforts at the Leapfrog standards and those hospitals that
participated in that mght be interesting.

Many of you know or probably have seen that under
the category that you had of type of incentives, paynent for
differential for providers, the six najor payers in
California will be, beginning this nonth, they pay for
performance. And | noticed, | guess in the recent AVA News
or sonething, that BlueCross and Bl ueShi el d of Massachusetts
is trying to do simlarly sonme sort of incentives for their
specialists. And in addition, there are several of the

| arger nedical groups in California that are trying to nove
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the pay for performance, not just at the primary care | evel
but up to the specialist |evel.

Under the cost differentials for beneficiaries, a
variety of tiered products comng on the line, both those
t hat have sort of what | call nore cliff-1ike behaviors,
either you're in the network or not, and strong incentives.
And then sone that are sort of what | call sort of Zagart
nmeasures of four wi sps or four dollar marks. And if |
choose a four dollar mark hospital, it's going to cost ne
four times whatever ny deductible would be per day of maybe
$50 as a way of seeing if that makes any novenent.

M5. MLGATE: Allen, have you put those in place?

MR. FEEZOR: W have not. The last one -- and I'm
sorry that Alice is not here -- | th